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This is the final report on the Audit of Dual —Source Procurenment Techni ques.
The Contract Audit Prograns Division nade this audit from January 1986 to
April 1987. The overall audit objective was to determ ne whet her dual —source
procurenent techni ques were achieving increased conpetition leading to
greater econonies and efficiencies in the procurenment process. -

This report was repackaged as a result of comments received in response to
the draft report. The comments indicated that portions of the report were

m sinterpreted by the addressees and that the report did not clearly present
the overall audit conclusions. W have clarified portions of the report and
reversed the order of the audit findings so that our nost fundanental issue
is addressed first.

Dual —sour ce procurenent techni ques are providing increased conpetition. Dua
sourcing is a viable technique for noving away from sol e—source procurenents
through the life of a program However, technical guidance, direction, and
execution nust be inproved before we can determ ne the savings achi evabl e

t hrough the use of dual —source procurenent techniques. The methods used by
the Mlitary Departnents to perform cost—benefit anal yses of dual —source
procurenents do not consider all pertinent costs and overstate potentia
savings to the CGovernnent.

Anot her significant, subsidiary issue to dual sourcing is whether or not the
technique results in “adequate price conpetition,” within the neaning of the
Federal Acquisition Regulation, so that the Governnent can rely on the
prices to be fair and reasonable. W found that dual —source procurenent
techni ques usually did not result in adequate price conpetition. The results
of the audit are summarized in the follow ng paragraphs, and the details,
together with audit recommendations, are contained in Part Il of this
report.



The nethods used by the Mlitary Departnents to perform
cost—benefit analyses of dual—-source procurenents did not
consider all pertinent costs and overstated potential savings to
the Governnent. As a result, the value of dual sourcing as a
procurenent nethod was overstated, and actual savings from dual
sourcing could not be determned. W recommend that the
Assi stant Secretary of Defense (Production and Logistics) issue a
dual —source policy statenent that establishes standard procedures
for performng cost—benefit analyses and for nonitoring and
control ling dual —source procurenent costs (page 5).

Dual —source procurenment techniques usually did not result in
adequate price conpetition as defined in Federal Acquisition
Regul ation 15.804.3. However, contracting officers determ ned
that adequate price conpetition existed and they exenpted
contractors from the provisions of Public Law 87-653, Truth in
Negoti ati ons Act, when dual-—source procurenents were nade. A
review of 38 dual-source acquisitions revealed that adequate
price conpetition did not exist for 30 acquisitions, valued at
$8.8 billion. As a result, the contracts were inproperly exenpted
from the provisions of the Truth in Negotiations Act.
W  recommended that the Assistant Secretary  of Def ense
(Production and Logistics) instruct the Services to obtain
certified cost or pricing data and to include the defective
pricing clause in all pricing actions where the award is split
between the offerors. W also recommend that the Defense Federa
Acquisition Regulation Supplenent, Part 17, be expanded to
i nclude a section on dual sourcing (page 13).

On January 5, 1988, a draft of this report was provided to
the Assistant Secretary of Defense (Conptroller), the Assistant
Secretary of Defense (Production and Logistics), the Assistant
Secretary of the Arny (Financial Mnagenent), the Assistant
Secretary of the Navy (Financial Mnagenent), and the Conptroller
of the Air Force for comment. In February, we contacted each of
these offices to determine the status of any coments. In al
cases, we were informed that coments would be forthcomng by
March 18, 1988, 2 weeks after the 60-day comment period required
by DoD Directive 7650.3. At the sane tine, we inforned al
addressees that final report processing would begin no later than
March 18, 1988. However, because of the inportance of the issues
i nvol ved, and at the request of the responding parties, we agreed
to wait until al | conments were received. Fi nal report
processi ng began on May 3, 1988. Comments were received from the
Assistant Secretary of Defense (Production and Logistics) on
May 12, 1988, about 9 days after final report processing began
The Assistant Secretary’'s comments are included as Appendix G
The Director, US. Arny Contracting Support Agency conmmented for
the Arny. H's coments were dated March 17, 1988, and are
i ncluded as Appendix H The Navy’'s comments were provided by the
Under Secretary of the Navy. H's conments were dated April 14,



1988, and are included as Appendix |. The Deputy Assistant
Secretary of the Air Force (Acquisition Managenent and Poli cy)
commented for the Air Force. H's comments were dated March 28,
1988, and are included as Appendix J.

The  Assi stant Secretary  of Defense  (Production and
Logi stics) and Servi ce r espondees concurred with t he
recommendations to issue a policy directive that establishes
standard procedures for performng cost—benefit analyses and for
nmoni tori ng and controlling dual —sour ce pr ocur erment costs
(Reconmendation A) and to provide additional guidance in the
Federal Acquisition Regulation (Recomendation B.2). The action
taken or planned on these two reconmendations appears to be
adequate. However, since no conpletion dates were provided, we
reguest the Assistant Secretary of Defense (Production and
Logistics) to provide us with projected conpletion dates for the
proposed policy guidance referred to in the response to
Reconmendation A, the “review of coverage of dual—source
conpetition in the DFARS” (Recommendation B.2), and any proposed
DFARS changes (Recommendation B.2). Al respondees nonconcurred
with Recommendation B.1, to instruct the Services to obtain cost
or pricing data and include the defective pricing clause in all
pricing actions where the award may be split between the
offerors. The Assistant Secretary of Defense (Production and
Logistics) believed that it was not appropriate for DoD to nake
this decision or to issue such an instruction because it is a
contracting officer’s decision. The Services believed that dual
sourcing resulted in conpetitive prices that did not require
certified cost or pricing dat a to det erm ne price
reasonabl eness. The Navy and Air Force stated that the audit
conclusions did not directly relate to the audit objectives.
Al so, the Navy believed that the draft report did not present an
accurate and objective assessnent of the value of dual
sourcing. The Navy recommended that the report not be issued.
As a result of the Services’ comments, we have clarified portions
of the report and reversed the order of the audit findings. W
responded to all comrents that were not directly related to the
audit recommendations in Appendi x K

DoD Directive 7650.3 requires that all recomrendations be
resolved within 6 nonths of the date of the final report. In
order to conply wth this directive, we request that all
addressees provide us a final position on the recomendations
addressed to themw thin 60 days of the date of this report. These
comments should indicate concurrence or nonconcurrence Wwth
the results of review and each of the recomendations as
appl i cabl e. For those recomendations wth a position of
concurrence, describe the actions taken or planned, conpletion
dates of actions already taken, and the estinmated dates of
pl anned actions. |If appropriate, please describe alternative
actions proposed to achieve the desired inprovenents. For those
posi ti ons of nonconcurrence, please state the specific reasons



for the position taken. This report contains no nonetary
benefits.

The courtesies extended to the staff during the audit are
appreciated. If you wish to discuss this final report, please
contact M. Paul J. Ganetto at 693-0573.

St ephen A Trodden
Assi stant | nspector General
for Auditing

ccC:

Secretary of the Arny

Secretary of the Navy

Secretary of the Air Force

Director, Defense Logistics Agency

Director, Defense Contract Audit Agency
Director, Defense Acquisition Review Counci l
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REPORT ON THE AUDI T OF DUAL- SOURCE
PROCUREMENT TECHNI QUES

PART | - | NTRODUCTI ON

Backgr ound

Wth growing austerity pressures from the Admnistration,
Congress, and the general public, DoD decision nakers are under a

mandate to use scarce resources wsely. It is a wdely held
belief that competition can significantly reduce the cost of
acquiring nmajor weapon systens. In 1965, the Secretary of

Defense reported that the General Accounting Ofice had evidence
to indicate that conpetition reduced the price of contracts by
25 percent. Although the validity of this percentage has often
been questioned, it has also been conmmonly used by the advocates
of conpetition to justify the establishnment of additiona
suppliers.

Critics of the DoD procurenent process have repeatedly expressed
di spleasure at the manner in which major weapon systens were
acqui r ed. The typical scenario usually i nvol ved i nt ense
conpetition anong defense contractors for the right to devel op
the system However, once the devel opnent work was conpleted,
and if the contractor was successful, all remaining follow-en
production contracts, including spares and repair parts, were
negotiated on a sole-source basis with the system s devel oper.
The principal problem with this process was that the costs
i ncurred by the Government during production usually accounted for
about 90 percent of the total value of the program Skeptics
bel i eved that too many defense contractors were nore than willing
to exploit the advantages of their sol e—source position

Dual sourcing, for the purpose of this report, is defined as a
procurenent technique wherein two or nore sources responded to a
CGCovernnment solicitation for a total requirenent that was intended
to be split anmong the sources, with the larger share usually
going to the lower priced supplier. The requirement, for
purposes of our definition, did not have to be split in each
year. For exanmple, the SSN 688, a subnarine acquisition program
is considered to be dual sourced for purposes of this definition
yet in several individual years the total award was given to
one shipyard. A dossary of Terns used in this report is
i ncl uded as Appendi x A

The Gace Conmission, politicians, and defense procurenent
critics agreed that the degree of conpetition in the production
phase of the acquisition prograns could be increased by expanding
the use of the dual —source procurenent technique. It was felt
that by maintaining at least two sources of supply throughout
this phase, the benefits of conpetition would take effect and



result in lower contract prices. These actions culmnated wth
the passage of the Conpetition in Contracting Act of 1984.
Bef ore enactnent of the Conpetition in Contracting Act, DoD used
the dual —source procurenent technique only when it served the
interest of national defense and industrial nobilization. One of
the significant features of the 1984 Act was that it clearly
required DOD to establish nore than one source of supply if it
woul d increase or maintain conmpetition and would likely result in
reduced overall costs for acquisition or for anticipated
acqui si tion.

Researchers have nade nunerous attenpts to quantify the economc
benefits  of using the dual —source procurenent t echni que.
Unfortunately, these studies have produced conflicting and often
i nconclusive results. Proponents of this technique argue that
there is a discernible drop in wunit prices whenever another
source enters the program as a conpetitor. They basically
attribute this price decrease to conpetitive pressures that force
the initial source to beconme nore efficient or accept |ower
profits. Qher researchers argue that there is no accurate way
to forecast the econonmic benefits of dual sourcing; that it adds
to total life—eycle costs as often as it produces savings; and
that the practice of guaranteeing two contractors a part of every
award is conducive to price gamng and actually is an inpedi nent
to conpetition.

(bj ective and Scope

Qur overall objective was to determ ne whether dual—sourcing
procedures were achieving an increased |evel of conpetition in
the DoD procurenent process. W focused on whether DoD policy
and guidance were adequate, Mlitary Departnent policies and
gui dance were consistent wth each other, and dual —source
strategies were effective.

W started with the 102 major acquisition prograns that were
showmn on the Selected Acquisition Report dated Decenber 31,
1985. The Arnmy, Navy, and Ar Force conpetition advocates
identified 30 of these 102 prograns as being or planned to be
dual sourced. Developnent costs for these 102 progranms were

estimated at $113 billion and producti on costs at
$651.2 billion. The average life of a program was 15 years, the
average developnment cost was $1.1 billion, and the average
production cost was $6.4 billion. W reviewed each program to

determne the extent to which the dual-source procurenent
technique was being used by the Services. W randomy selected
23 of the 102 prograns listed in these reports for detailed
analysis. Sixteen were from the 30 prograns identified as being
dual sourced or planned to be dual sourced. Seven were from the

remai ni ng 72 nondual —sour ce progr ans. Cost s for t hese
23 prograns were estimated at $26.8 billion for devel opment and
$192.3 billion for production. Production contracts in these

2



23 prograns totaled $30 billion as of Septenber 30, 1986.
Contracts classified as based on adequate price conpetition
totaled $11.5 billion.

W examned official files for these 23 prograns and for the
124 related support, developnent, and production contracts,
totaling $34.4 billion, to determine the extent of dual sourcing;
the costs and benefits associated with dual sourcing; and if dual
sourcing resulted in effective price conpetition. The contracts
were issued by 10 Arny, Navy, and Air Force procurenent offices
during the period July 1975 to Septenber 1986. W evaluated the
limted amount of policy and guidance on dual sourcing to see
whet her standard procedures existed to determine when it was
appropriate to use and continue to use this technique; to perform
a valid cost—benefit analysis including all investnent costs; to
accurately report savings; to split awards; to determ ne whether
adequate price conpetition existed; and to provide the Governnent
with protection under Public Law 87—653, Truth in Negotiations
Act. Qur audit was made at the Government activities and
contractors listed in Appendix K

This econony and efficiency audit was made from January 1986 to
April 1987 in accordance wth generally accepted governnent
audi ti ng standards.

Prior Audit Coverage

General Accounting Ofice (GAO Report No. GAQ NSIAD-84-111,

“Cost Effectiveness of Dual Sourcing for Production Price
Conpetition is Uncertain” (OCsD Case No. 6369), dat ed
August 31, 1984, concluded that the cost—effectiveness of dual

sourcing for production price conpetition was uncertain. GAO
observed that dual sourcing appeared to constitute a small

portion of DoD s major hard goods procurenent; that dual sourcing
was not enployed solely or primarily for the purpose of price
conpetition; that existing statutes did not clearly authorize
dual sourcing during production primarily for price conpetition;

and that dual sourcing was not adequately addressed in official

DoD policy and guidance. It also found that there was
insufficient evidence to arrive at a conclusion regarding the
econom c effectiveness realized through dual sourcing. The GAO
report had concl usi ons and observati ons but made no
recommendations to DoD. In regard to sone of the GAO
observations discussed above, this report constitutes a repeat of

t he GAO observati ons.






PART Il - FINDINGS AND RECOMMENDATIONS

A Cost —Eff ecti veness of Dual Sourcing

FI NDI NG

The nmethods used by the Mlitary Departnents to perform cost—
benefit anal yses of dual —source procurenents did not consider al
perti nent costs and overstated potential savings to the
Government. This condition occurred because there was a |ack of
standard policy and guidance on how to perform cost—benefit
anal yses, and the Mlitary Departnents did not offset investnent
costs against clainmed benefits. As a result, the value of dua
sourcing as a procurenent nethod was overstated, and actual
savi ngs fromdual sourcing could not be determ ned.

DI SCUSSI ON OF DETAILS

Background. Federal Acquisition Regulation (FAR) 34.00541
requires that the program nanager, throughout the acquisition
cycle, pronote full and open conpetition and sustain effective
conpetition between alternative nmjor systens and concepts as
long as it is economcally beneficial to do so. DoD Directive
4245.9, “Conpetitive Acquisitions,” requires that the program
manager use a cost—benefit analysis to support the economc
decision to establish and continue maintaining price conpetition.

The purpose of conducting an analysis of costs and benefits
before making the dual —source decision is to determ ne whether
dual sourcing is economcally beneficial. One key elenent of
this decision is to determine if it 1is probable that the
nonrecurring costs associated with setting up the second source
(investnent cost) will be offset by reduced unit costs on future
procurenents. The nost significant nonrecurring costs that are
identifiable wth setting up another source of supply are
contractor research and devel opnent, technology transfer,
qualification of the second source and its suppliers, additional
tooling and test equipnent, and Governnent and contractor
managenment. It is inportant that these costs are carefully
estimated, otherwi se the program manager nmay nake an incorrect
decision on whether or not to establish a second source by
understating or overstating costs.

Bef ore nmaking the dual —source decision, it is inportant to give
appropriate consideration to other significant factors that bear
on costs and benefits. Adjustments should be nmade for the tinme
val ue of noney because several years may el apse between the tine
“up front” investnments are mnmade and the tinme when the
second source can effectively conpete. An adjustnent should also
be nade for the effects of learning. It is comonly accepted
that a contractor’s unit price will drop each year by sinply



producing nore units. For exanple, the US. Arny’'s sole-source
projections for the HELLFIRE program indicated that the average
unit prices would decrease from $96,000 in 1982 to $36,000 in
1986 because of | earning.

After the two sources of supply are established and are
coproducing, it is inportant that costs are continually nonitored
to determne program savings and to determne whether it is
economcal to continue the second source. Al so, a cost—benefit
analysis can be used to identify additional costs that may not
have been identified before making the dual—source decision.
These costs include premum paynents (costs above the | owest
eval uated price) that are nmade to sustain nore than one source.

The inportance of supporting a dual —source decision with a sound
econoni ¢ analysis cannot be overstated. Dual sourcing typically
requires an average investnment of $179 mllion, and an incorrect
decision could prove costly to the Governnment. The average
investment figure was derived by analyzing data supplied by
program nmanagers in response to a questionnaire and by verifying
data fromcontract files.

Ext ent of Cost-—Benefit Anal ysis. Deci sions to introduce
nore than one source of supply into nmjor acquisition prograns
were often not supported by an effective analysis of potential
costs and benefits either before the decision was made or after
the procurement had been conpleted. O the 23 prograns we
exam ned, only 11 had sone type of economc analysis to support
the decision to dual source or not to dual source. Eight of the
16 dual —source prograns had sonme type of economc analysis to
support the decision to dual source, while only 3 of the 7 non—
dual —source prograns had sone type of economic analysis to
support the decision not to dual source. The results of our
review are summarized in Appendix C. The principal reason given
by contracting officials for not performng an analysis of costs
and benefits was that the dual—-source initiatives were either
directed by higher authority or were required for industria
nmobi | i zati on base purposes. W were also informed that cost—
benefit anal yses were not conducted for many  of t he
nondual —sour ce prograns because they were hi gh—technol ogy systens
with prohibitive start—dp costs for a second producer

Part 34 of the FAR was changed in early 1986 to require agencies
to “. . . sustain effective conpetition between alternative
systens concepts and sources for as long as it is beneficial.”
This inplies that a cost—benefit analysis is required. DoD
Directive 4245.9, dated August 17, 1984, requires program
managers of major acquisitions to use a cost—benefit analysis to
support the economic decision to establish and continue
mai ntai ning price conpetition. As of Novenber 1987, DoD had not



i ssued any guidance, however, on how to conduct such cost—
benefits anal yses.

Program Savings. The Mlitary Departnents have clained in
their annual reports to the Congress that dual —source conpetitions
resul ted in substanti al savi ngs to t he Gover nnent ;
however, these clains | acked credibility. Si gni ficant
dual —source investnent costs were routinely excluded from such
conputations, and inaccurate methodol ogies were used to conpute
net cost benefits. W estimated that when all key factors are
taken into account for the 16 dual —source prograns in our review,
DoD woul d have to recover investnment costs of $2.2 billion before
any valid net cost benefits could be realized (see Appendix B).
Program managers generally did not take into account front—end
i nvestment costs, effects of learning, program |osses, and the
time value of nmoney when claimng program savings for any
particular year. Exanples of how the Services were conputing
program savings are presented below. Oher systens used simlar
nmet hods.

SPARROW The Navy clainmed in its FY 1986 Conpetition
Advocate Report to Congress that conpetition had resulted in
savings of $339.2 nillion for this programin the FY 1982 to FY
1986 tine frame. The Naval Air Systens Command conputed this
figure by using the follow ng procedures. The Comand:

— conputed an average unit price of the mssile
tinder two earlier sole—source contracts awarded to Raytheon, the
prime contractor, in FY 1980 and FY 1982 ($193,400 per wunit),
conputed the average unit price of the mssile for two
“conpetitive’” contracts awarded in FY 1983 and FY 1984 to the sane
contractor ($138,100 per unit);

— subtracted the FY 1983 and FY 1984 “conpetitive”
unit price fromthe FY 1980 and FY 1982 sol e—source unit price to
determne an average savings per unit “attributable to
conpetition” of $55,000 (%$193,400 mnus $138,100 equals $55, 300
rounded to $55,000 per unit); and

— mul tiplied t he “savi ngs” attributable to
conpetition of $55,000 tines the total nunber of units contracted
from FY 1982 to FY 1986 to arrive at an estimated total savings
attributable to conpetition of $339.2 mllion ($55,000 tinmes 6, 168
units equal s $339, 240, 000 rounded to $339.2 mllion).

This nethodology ignored the contracts awarded to GCeneral
Dynam cs, the second source, at substantially higher unit prices,
and only considered 4 of 11 contracts awarded for this program
Price reductions due to econony of scale and normal effects of
|l earning were also not recognized. It also ignored significant
second-source investnent costs of $338.4 mllion. These costs
were: nonrecurring costs that were necessary to set up Ceneral
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Dynami cs as the second source; the tine value of noney that is

applicable to these costs; and prem um paynents that were nade to

keep two contractors involved in the program Had the second—
source investnent costs of $338.4 nmillion been offset against

this figure, the program would have barely broken even. Had the
nmet hodol ogy been corrected to consider all 11 of the previously
awarded contracts, price reductions due to econony of scale, and
normal effects of learning, the Navy would have shown a
substantial loss due to dual sourcing over these four years
rat her than a savings.

SSN—-688. In its FY 1986 Conpetition Advocate Report to
Congress, the Navy clainmed that this program saved an estinmated
$255 mllion. The Navy Sea Systens Command derived this figure by
subtracting the total value of the contracts in this program from
the President’s budget subm ssion ($2.685 billion mnus
$2.43 billion equals $255 million). This procedure was radically
different from the nethod used by the Naval Air Systens Conmand
to conpute benefits for the SPARROW Program It did not consider
price reductions that would accrue to the Navy because of econony
of scale and the normal effects of learning. It also did not
ponidea the possibility that the budget submission itself was
i nfl at ed.

Another flaw in the nmethod is that it did not consider the added
costs of contractor cost overruns. Each of the primary
contractors in this program have incentive—type contracts wth
the Government that are subject to a change in contract price
depending on contractor performance. For the 3-year period
ending FY 1986, these two contractors had collectively overrun
their contracts by $643 mllion. Because the Covernment was
bound by the contract to bear 50 percent of the added costs, we
calculated that any true savings figure for this program would
have to offset at least the $321.5 nmillion Covernment share of
t he overrun.

HELLFIRE. The Arnmy clainmed in its FY 1985 Conpetition
Advocate Report to Congress that the FY 1985 HELLFI RE dual —source
procurenment resulted in conpetitive savings of $20.3 mllion. The
US Any Mssile Command cal cul ated this anount by conparing the
actual contract award anmounts to the FY 1985 sole-source
projection. A closer examnation of the conputation procedure
di scl osed several deficiencies.

As part of a baseline cost estimate that was prepared to
support the Arny’s decision to establish two sources of supply, an
anal ysis was made to see what it would cost the Arny to produce in
a sole-source versus a dual-source environment. The analysis
showed that the dual —source initiative would be cost—effective.
The dual —source portion of the analysis appropriately considered
second source nonrecurring costs, offsets for the tinme value of
noney, and adjustnents for the effects of learning. In conputing
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the benefits for FY 1985, however, the Arny took the total value
of the two contracts and conpared it to the sole-source
projection for that vyear. Athough the Arny’s nethod had
positive attributes, it also contained tw flaws that are
di scussed below. The following facts are presented from the Arny
anal ysi s.

FY 1984 * FY 1985
(mllions) (mllions)
Sol e Source Projected Costs $187. 3 $210.9
Actual Costs 198. 8 190. 6
D fference $ 11.5 $ 20.3

* First split award buy.

In calculating the estimated savings for the FY 1985 Conpetition
Advocate Report to Congress, the Arny ignored the $11.5 mllion
loss that occurred in FY 1984. The Arnmy also excluded
si gni fi cant i nvest ment costs ($43.5 mllion) previously
recogni zed in the dual —source cost estimate. Had all costs been
appropriately considered, the Arny could not have clained any
savings but rather a loss during this period.

PEACEKEEPER. The Air Force Systens Command, Ballistics
Mssile Ofice, estimated savings of about $58.5 million for the
Reentry Vehicle portion of the program The follow ng procedures
wer e used.

— Sol e—source costs were conputed by nmultiplying
FY 1984 unit prices of $381,256 tines the total quantity procured
in FY 1985 and FY 1986 of 298 units to arrive at a total price of
$113, 614, 288.

- Dual —source costs were conputed by multiplying
the average unit prices submtted by AVCO and Ceneral Eectric
against the total nunber of itens acquired from each firmin FY
1985 and FY 1986. These conputati ons are shown bel ow

Total Price 1/ Total Price 2/

AVCO Ceneral Electric Total Price

FY 1985 $21, 034, 593 $23, 815, 675 $44, 850, 268
FY 1986 5, 040, 952 5,271, 960 10, 312,912
Total s $26, 075, 545 $29, 087, 635 $55, 163, 180

1/ Based on 209 units.

2/ Based on 89 units.



- Estimated savings were cal cul ated by subtracting
the total dual-source price ($55,163,180) from the projected
sol e—source price ($113,614,288) to arrive at a difference of
$58, 451, 108.

The nethodology was flawed because price reductions due to
econony of scale and learning were not considered in the
equati on. Furt her nore, t he Air For ce did not of f set
second-source nonrecurring investnment costs, tine value of noney,
and prem um paynents agai nst the cl ai med savi ngs.

RECOMVENDATI ON FOR CORRECTI VE ACTI ON

W recommend that the Assistant Secretary of Defense (Production
and Logistics) issue a dual-source policy statenment that
establishes standard procedures for perfornmng cost—benefit
anal ysi s and for noni tori ng and controlling dual - sour ce
procurement costs.

MANAGEMENT COWMVENTS

The Assistant Secretary of Defense (Production and Logistics) and
all Service respondees concurred with the above recomendati on.
The Navy, however, in its comments went on to state that:

Al though certain cost estimates and savings projections can
be mde regarding the potential outcone of dual—source
progranms, in the final analysis, the dual —sourcing decision
is mde on prudent business judgnment after taking into
account the wvarious quantitative and qualitative factors
relating to a specific program That judgment has proven
correct in those Navy prograns selected for dual sourcing. In
any analysis the burden should be on those wshing to
conti nue sol e—source contracting to clearly denonstrate that
sol e—source contracting is |less costly.

Additionally, both the Assistant Secretary of Defense (Production
and Logistics) and the Under Secretary of the Navy nade conments
which were not directly related to the issues discussed in this
report. These coments and our corresponding responses are
i ncl uded as Appendi x K

AUDI T RESPONSE TO MANAGEMENT COMVENTS

W do agree with the Under Secretary of the Navy's coments that
t he dual —sourcing decision should be made on the basis of sound
busi ness judgnent. The Under Secretary goes on to state, “That
judgnent has proven correct in the Navy prograns selected for
dual sourcing.” This is the point where the Under Secretary and
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the audit team disagree. W do not believe that the judgnment has
been proven correct in those Navy prograns selected for dual
sourcing. We do not believe that it has been proven correct yet
for any of the prograns selected in our random sanple.
Concurrently, we do not believe it has been proven incorrect. To
reiterate a very inportant point, “W do not believe that a
deci sion can be nmade either pro or con on dual sourcing until the
appropriate data is independently collected and anal yzed.” That
is the basic thrust of this finding.

W agree with the Under Secretary’'s statement that “In any
anal ysis the burden should be on those wi shing to continue sol e—
source contracting to «clearly denonstrate that sole-source
contracting is less costly.” W did not recommend that the Navy
or DoD shoul d conti nue sol e—source contracti ng.

This report does not attenpt to disprove that dual sourcing is
cost—effective, an inplication wunderlying nost of the Navy's
comments. Wiat we are saying, however, is that “prudent business
judgnment” requires that all investment costs, second-source start
up costs, second-source administrative costs, the time value of
noney, and any other costs related to bringing a second source to
conpetitive status be considered in naking the decision to dual
source. This finding of the report denonstrates that the
nmet hodol ogy used to mnmake dual —source procurenent decisions are
i nconsi stent and i nadequat e.
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B. Det erm nati on of Adequate Price Conpetition

FI NDI NG

Dual —source procurenent usually did not result in adequate price
conpetition as defi ned in Feder al Acqui sition
Regul ation 15.804.3. A review of 38 dual —source contracts that
were classified by contracting officers as being based on
“adequate price conpetition” revealed 30 contracts in which
adequate price conpetition did not exist. This condition
occurred because there was a |ack of standard policy and gui dance
on dual sourcing and because the Mlitary Departnents did not use
appropriate Federal Acquisition Regulation «criteria. As a
result, 30 contracts, totaling $8.8 billion, were msclassified
as being based on adequate price conpetition and were inproperly
exenpted fromthe provisions of the Truth in Negotiations Act.

DIl SCUSSI ON OF DETAILS

Background. Oficial DoD policy, as expressed in
Federal Acquisition Regulation (FAR) 7.102, is to acquire all
goods and services on a conpetitive basis to the maxi mum extent
practicable. To increase the percentage of procurenent dollars
conpeted each year, DoD has established policies and procedures
to develop nore than one procurenment source and pronote full and
open conpetition. Increasing conpetition is a very |audable
obj ective. However, conpetition and price conpetition are not
the same. It is possible to have two or nore suppliers for a
product and still not have price conpetition. This occurs when
alternate sources are established for reasons other than price,
and when contractors are either unwilling or incapable of
conpeting any portion of the requirenent. In these types of
situations, it is unwise for the Government to assunme that the
prices are reasonable wthout additional insight into the basis
of the prices.

Al t hough competition is one of the nost frequently used ternms in
the Government, the term has different neanings to different
peopl e. The FAR provides three distinct definitions of
conpetition. They are full and open conpetition, adequate price
conpetition, and effective conpetition. Dual sourcing often does
not neet any of the three definitions of conpetition. These
ternms are di scussed bel ow

Full and Open Conpetition. FAR 6.003 states that when
used with respect to a contract action, full and open conpetition
“ neans that all responsible sources are permtted to

conpete.”
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Adequate Price Conpetition. The circunstances under
which a contracting officer can nmake a determ nation that
price was based on adequate price conpetition are explained
in FAR 15.804.3, which states, in part, that:

Adequate price conpetition. (1) Price conpetition
exists if—

(i) Ofers are solicited,

(iit) Two or nore responsible offerors that can
satisfy the GCovernnent’s requirenents submt priced
offers responsive to the solicitation's expressed
requi renents; and

(iii) These offerors conpete independently for a
contract to be awarded to the responsible offeror
submtting the | owest eval uated price.

(2) If price conpetition exists, the contracting
officer shall presune that it is adequate unl ess—

(i) The solicitation is made under conditions that
unreasonably deny to one or nore known and qualified
of ferors an opportunity to conpete;

(ii) The low offeror has such a decided advantage
that it is practically immune fromconpetition; or

(iii) There is a finding, supported by a statenent

of the facts and approved at a |evel above the
contracting officer, t hat the | owest price is
unr easonabl e.
(3) Price is “based on” adequate price conpetition if
it results directly from price conpetition or if price
analysis alone clearly denonstrates that the proposed
price is reasonable in conparison wth current or
recent prices for the sanme or substantially the sane
itenms purchased in conparable quantities terns, and
conditions under contracts that resulted from adequate
price conpetition

A determination of adequate price conpetition exenpts the
contractor from Public Law 87653, Truth in Negotiations Act. By
making this determnation and granting this exenption, the
contracting officer does not have to obtain certified cost or
pricing data from the contractor or incorporate the defective
pricing recovery clause into the contract.

The Truth in Negotiations Act requires the subm ssion of cost or
pricing data and certification of their accuracy, conpleteness,
and currency for the award of any negotiated contract expected to
exceed $100,000. The purpose of the Act is to give the
Governnment and the contractor equal footing in negotiating
contract price. An inportant part of the Truth in Negotiations
Act is the defective pricing recovery clause. The Act states
that the Governnent is entitled to a price adjustnment on a
negotiated contract if the <contract cost was increased by
i naccurate, inconplete, or noncurrent data. This entitlenent is
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provided by inclusion in the contract of a defective pricing
recovery cl ause.

Ef fective Conpetition. This inplies a genuine rivalry
between two or nore sources. It is defined in FAR 34.001 as a
mar ket condition that exists when two or nore contractors, acting
i ndependently, actively contend for the Government’s business in
a manner that ensures the Covernnment wll be offered the | owest
cost or price alternative or best technical design neeting its
m ni mum needs. Effective conpetition would include not only
price conpetition but mght also include design or schedule (who
can deliver it faster) conpetition. FAR 34.005—2 requires that
t he program manager pronote full and open conpetition and sustain
effective conpetition between alternative major systens and
concepts as long as it is economcally beneficial to do so. DoD
Directive 4245.9, “Conpetitive Acquisitions,” requires the
program nanager to use a cost-benefit analysis to support the
econom c decision to establish and continue mnaintaining price
conpetition.

Because of the distinctions being nmade between conpetition and
effective price conpetition, we have included as Appendix D a
conpendi um of the significant FAR and Defense Federal Acquisition
Regul ati on Suppl ement ( DFAR) ref erences appl i cabl e to
conpetition.

Extent of Dual Sourcing. The Arny, Navy, and Air Force
Conpetition Advocates identified 30 programs  from the
Decenber 31, 1985, Selected Acquisition Report (SAR) as being, or
planned to be, dual sourced. The nunber of dual-—-sourced SAR
progranms as identified by the Mlitary Departnments are shown
bel ow.

Nunber of Pl anned
Servi ce SAR Prograns 1/ Dual Sourced 2/ Dual Sourced 3/
Ar ny 23 1 2
Navy 41 7 12
Air Force 38 3 5
Total s 102 11 19

1/ Estimated production casts of $651.2 billion.
2/ Estimated production costs of $103.7 billion.

3/ Estimated production costs of $106.4 billion.

Dual —sourcing initiatives, either ongoing or planned, were a
maj or part of 30 SAR prograns and represented about one—third of
the total estimated production costs. The Navy used dual
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sourcing nore than either the Army or Air Force. The Navy's nobst
common use at the mmjor conponent level was in missile and
shipbuilding prograns. W selected 23 of the 102 acquisition
prograns for detailed analysis to learn nore about the internal
deci si on-maki ng process and how the prograns were adm nistered
after the dual —sourcing decisions were made. Qur sanple included
16 of the 30 prograns identified by the Mlitary Departnents as
bei ng dual sourced or planned to be dual sourced. W selected an
additional 7 prograns from the 72 prograns that were not
designated as being dual sourced. The breakdown by Service is
shown bel ow.

Sanpl ed Prograns

Pl anned Not

Service Sanple 1/ Dual Sourced 2/ Dual Sourced 3/ Dual Sourced 4/
Ar ny 4 1 1 2
Navy 11 6 3 2
AirForce 8 1 4 3
Totals 23 8 8 2

1/ Esti mated production costs total $192.3 billion.
2/ Estimated production costs total $97.6 billion
3/ Estimated production costs total $24.7 billion

4/ Estimated production costs total $70.0 billion.

W used sanpling techniques to select a representative nunber of
progranms in each category. This enabled us to draw a firm
concl usion on how and why dual —source deci sions were made and how
they were used for conpetition purposes. The preponderance of Navy
programs in the dual source category was attributed to the fact
that the Navy was the |eading proponent of this procurenent
t echni que.

Policy and @uidance. DoD had not issued any policy or
gui dance on dual sourcing as of the termnation of our field
work. Sonme of the major dual—-sourcing policy issues not
addressed included when and under what conditions to use dua
sourcing, analysis of costs and benefits, determnation of
adequate price conpetition, use of Truth in Negotiations Act
protection, calculation of program savings, and dual-—-source
procurenent strategies. The absence of ©policy and guidance
resulted in a series of actions that did not serve the best
interest of the Governnent and are discussed in detail throughout
this report.
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The General Accounting Ofice, in a report published in
August 1984 and titled “Cost Effectiveness of Dual Sourcing For
Production Price Conpetition is Uncertain” (GAQ NSIAD-84—I1),
enphasized the need for uniform dual —source policy and
gui dance. The DoD response to the report, which was published as
part of the GAO report, stated that:

The report has taken two positions, however, that DoD
does not agree are practical. It is not practical to
conduct further tests of the dual sourcing technique
before the Arnmed Services Procurenment Act (ASPA) is
anmended to authorize dual sourcing solely for the
purpose of conducting a price conpetition. Since the
report recognizes the need for clearer authority it
would not be prudent for DoD to act wthout this
clarification and run the potential risk of having the
basis for excluding the incunbent source in the
conpetition argued in the courts. The other position
DoD does not agree with deals with the need, at this
time, to fornulate additional DoD policy and guidance
relative to using the competitive dual source technique
in production prograns. As nentioned above, when the
authority to pursue this technique purely for price
conpetition is approved, it will then be appropriate to
set forth additional DoD policy and gui dance.

During the course of this audit, we determned that DoD did not
issue any new guidance or policy in the area of dual sourcing
after August 1984. Only the Ar Force System Conmand, in a
publication issued by its Conpetition Advocate in June 1986,
titled “Q@uiidelines for Determining the Use of Conpetitive
Multiple Sources,” had issued any type of guidance concerning
dual sourci ng.

Adequate Price Conpetition. W found that 30 contracts,
valued at about $8.8 billion, were classified by contracting
officials as based on adequate price conpetition, even though they
did not meet the FAR 15.804. 3(b) criteria for such a
determnation. We reviewed files for 38 contracts in which the
dual —source contractors were requested to submt price proposals
in response to a conpetitive solicitation. W used the criteria
described in FAR 15.804.3(b) for determning whether adequate
price conpetition existed. The results of our review are
summari zed bel ow.
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| mproperly

Classified as Classified as
Adequate Price Adequat e Price
Production Contracts Conpetition 1/  Conpetition 2/

Val ue Val ue Val ue
Program Nunmber (mllions) Nunmber (mllions) Nunber mllions)
TOVAHAVK 6 $ 770.6 2 $ 648.7 2 $ 648.7
cCc47 9 4,985.6 3 1,499.5 3 1,499.5
SPARROW 10 1,916.1 5 1,095.2 5 1,095. 2
FFC~H 12 3,368.5 12 3,365.2 12 3,365.2
SSN-688 12 6,417.1 4 3,453. 3 2 1,860.4

LSD41 1 793. 8 1 769. 3 0 0
HELLFI RE 8 738. 8 6 595.4 2 203. 8
PEACEKEEPER 9 349. 3 5 99.0 4 90.1
Total s 67 $19,339.8 38 $11,525.6 30 $8,762.9

1/ See Appendi x E for details.
2/ See Appendi x F for details.

W began with 124 contracts, which we reviewed. Fifty-seven were
support or developnent contracts that were not classified as
being awarded on the basis of adequate price conpetition in
accordance with FAR 15.804.3, or, they were production contracts
for nondual —sourced systens. The remaining 67 were production
contracts that were the subject of this portion of the audit. O
these 67, 29 were not classified as being based on adequate price
conpetition in accordance with FAR 15.804.3. The remaining 38
were classified as being awarded on the basis of adequate price
conpetition. O the 38, 30 did not neet the FAR 15.804.3
criteria for such a determnation. W did not challenge the
remaining 8 contracts. Qur summary analysis of why we disagreed
with the contracting officer’s determ nation of adequate price
conpetition is in the foll ow ng paragraph

In 21 of the 30 contracts inproperly classified as adequate price
conpetition, the award was not nade at the |owest evaluated
price. In 23 cases, the second source was either unwilling or
i ncapable of submitting conpetitive offers at all ranges of the
solicitation. In 24 cases, the contractors had received such
hi gh guaranteed quantities that the |likelihood of conpetitive
pricing was greatly dimnished. (For exanple, in some prograns
the losing contractor was guaranteed a m ni mum of 40 percent of a
given year’'s requirenent.) The above nunbers are duplicative.
Sone contracts fell into 2 or 3 categories by our anal ysis.

Since Title 10, United States Code, Section 2306(a), exenpts
contracts fromthe Truth in Negotiations Act when a price is
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based on adequate price conpetition, it is critical that the
contracting officer nmake a proper determ nation. The recognition
that a particular acquisition was not based on adequate price
conpetition protects the  Governnent in situations where
contractors enploy questionable pricing strategies in their
attenpts to maxim ze profits.

Sone contractors are willing to accept the smaller portion of a
split award, especially when the Government guarantees that the
award will be split. Contractors can maxim ze profits by raising

prices for the smaller quantity of a split award. Again, in such
situations, it is unwise for the Governnment to assune that prices
are reasonable and that adequate price conpetition exists w thout
sone reasonable insight and experience into the basis for the
prices.

Contracting officers have sonetines classified awards as based on
adequate price conpetition, even though contractors did not have
the facilities to produce at equal Ilevels, were incapable of
conpeting, or were unwilling to conpete. The followng are
exanples of dual-—-source acquisitions where we questioned the
contracting officers’ det erm nati ons t hat adequat e price
conpetition existed.

TOVAHAVWK. Contracts for 645 mssiles were awarded to
two contractors at conbined prices of $648.7 mllion as shown
bel ow. General Dynamics, the initial contractor, had a trenendous
| earning advantage because it had produced 489 air vehicles
conpared to only 68 produced by MDonnell Douglas, the second
source. The original contractor was also facilitized to produce
wel | above the maxi rum award quantity level. The price proposals
that were submitted in response to the tw CGovernnent
solicitations are |isted bel ow.
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FY 1985

CGener al McDonnel |
Dynam cs Dougl as Difference  Average
Percentage Qy (mllions)l (mllions) (mllions) (mllions) 2/

60 180 $154.8 3/ $204.9 $50. 1 $ . 860

40 120 113.5 148.4 3/ 34.9 1.212

100 300 $268. 3 $353. 3 $85.0 1.011
FY 1986 4/

60 206 $185.2 3/ $219.7 $34.5 $ .899

40 139 135.7 160. 3 3/ 24. 6 1.153

100 345 $320.9 $380.0 $59.1 1.002

1/ General Dynamics submtted an unsolicited price proposal for
the entire quantity. The proposal totaled $193.4 nillion and
aver aged $644, 700 per mssile.

2/ Average unit prices were based on actual award anounts.
Therefore, the figure of $1.011 mllion was derived by adding the
FY 1985 $154.8 million General Dynanics proposal to the

$148.4 m | lion MDonnell Douglas proposal and dividing the
results ($303.2 nillion) by the total quantity procured (300).

3/ Actual awards made. For FY 1985 the total was $303.2 mllion
while for FY 1986 the total was $345.5 million. The grand total
for the two years was $648.7 nmillion.

4/ Based on FY 1985 option prices.

A conparison of the price proposals and the difference between
proposal s at both levels clearly shows that MDonnell Douglas was
not in a position to effectively conpete with General Dynam cs at
any quantity level. A so, while MDonnell Douglas lowered its
average price for the FY 1986 buy, GCeneral Dynamcs raised the
average price for the FY 1986 buy, resulting in a slight overall
price decrease fromFY 1985 to FY 1986.

Furthernore, the average wunit prices that were proposed by
General Dynamics in its wunsolicited proposal for the total
guantity indicated that the Government did not pay a reasonable
price to either contractor in either year. If the Navy had
accepted the wunsolicited proposal, it had the opportunity to
reduce the price paid for the 645 missiles by as nmuch as
$232.9 mllion. Ve conput ed t he pot enti al savi ngs of
$232.9 mllion by multiplying the price per mssile from General
Dynamic’s wunsolicited proposal ($644,700) tines the nunber of
m ssiles procured for both years (645). W then subtracted the
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results ($415.8 mllion) from the anount actually awarded
($648.7 mllion) to get a potential maximum difference of
$232.9 million.

Navy contracting officials declared that the four awards nmade in
FyY 1985 and FY 1986 were based on adequate price conpetition.
Therefore, the Government was not protected from overpricing by
the Truth in Negotiations Act. Since these contracts were not
awarded based on the |owest evaluated price and one contractor
had a decided advantage in learning and facilities available for
production, a determ nation should not have been made that the
award was rmade on the basis of adequate price conpetition.

SPARROWN The FY's 1984, 1985, and 1986 awards of
$1.1 billion for the guidance and control section of the SPARROW
mssile did not result from adequate price conpetition.
Rayt heon, the primary source, had a conpetitive advantage because
it had already produced large quantities of the guidance and
control section. Also, GCeneral Dynam cs, the second source, did
not have sufficient production capabilities to neet Governnent
requi renents. In FY 1984 and FY 1985, GCeneral Dynamcs did not
submt bids at the quantity level awarded to Raytheon. Going
into the FY 1986 annual buy, Raytheon had the advantage of
producing nore than twice as many itenms as General Dynamics. |If
the Navy had chosen to nmake awards in FY 1985 and FY 1986 at the
| owest evaluated price, it could have reduced its contract prices
by $98.9 million as shown on the follow ng chart.

FY 1985
Act ual Award $447, 335, 000
Lowest Eval uated Price
(100 percent to Raytheon) 379, 598, 355 1/
Prenmi um $67, 736, 645
FY 1986
Actual Award $442, 196, 612
Lowest Eval uated Price
(100 percent to Raytheon) 411, 065, 152 1/
Prem um 31, 131, 460
Total Prem um Paid FY 1985 and FY 1986 $98, 868, 105

1/ Since the actual awards were made at two bid quantities, we had
to interpolate to get this figure. For exanple, in FY 1985
both contractors bid at quantities of 2,800 and 3,340. Since the
actual award was nade at a quantity of 3,145 gui dance systens, we
had to convert the Raytheon bid for the two quantities to a bid
for the 3,145 quantity.
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The FY 1984 buy, highlighted in the chart below, shows a specific
exanple of the price proposals that were submtted at various
quantities in response to the Governnent solicitation

Rayt heon CGeneral Dynam cs
Quantity (mllions) (m11lions)
300 $ 63.5 $ 59.6
600 99.1 97. 4
900 130. 4 139.5
1, 200 157. 6 174.3
1, 500 188.9 Not bid
1, 800 219.0 Not bid
1, 987 234.8 Not bid

The Navy offered an award based on adequate price conpetition to
Raytheon for a quantity of 1,560 systens, even though GCeneral
Dynam cs did not have the capability to produce at that |evel and
did not submt a bid for any quantity above 1,200. Further, the
Busi ness O earance nenorandum specified that the Navy had no
intention of awarding any portion of this requirement to Genera
Dynam cs because of delivery and technical problens the firm
experienced in previous contracts.

A review of the pricing history for this item disclosed that the
introduction of General Dynamcs had no effect on any of the
prices submtted by Raytheon. The primary reason for keeping two
sources of supply was for the nobilization base. The Nava

Post graduate School also examned the pricing behavior of the
contractors in this program The research findings, which were
reported in Septenber 1985, disclosed a repetitive pattern of
price gamng. The Navy declared that this was a conpetitive
program even though it was aware of the Navy Postgraduate
School’s findings. Since Raytheon had a decided advantage in
ternms  of prior production and facilities available for
production, a determnation should not have been nade that the
award was nade on the basis of adequate price conpetition.

FFG—. The Navy established three sources of the FFGH
class of ship to neet critical delivery requirements. Bath Iron
Wrks Corp. (Bath), the dom nant source of this class of ships,
had two distinct advantages over the two Wst Coast shipyard
sources. Bath produced the lead ship and was located in an area
on the East Coast that gave it a significant advantage in terns
of the labor cost to build the ships. This advantage was known
by Navy negotiators who were responsible for analyzing contractor
proposals and nmking decisions on contract awards. It appears
that the pricing strategy enpl oyed by Bath throughout the program
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was to submt bids that were priced as closely as possible to its
conpetitors yet remain the low bidder. This is denonstrated by
the chart bel ow.

Todd Paci fic Shi pyards Corp.

Bat h Los Angel es and Seattle
Shi ps Produced 23 31
Total Val ue of Awards
(billions) $ 1.4 $ 1.9
Price per Ship (mllions) $62. 1 $62. 4

Even though Bath had the |ead ship, econony of scale, and |abor

rate advantages over the other contractors, there was only a
m nor difference in average unit price anong the three sources.

Bath's pricing strategy becane apparent after a significant

percentage of costs were incurred. The series of incentive—
priced contracts awarded to Bath were collectively underrun by

approximately $249 nmllion as of Decenber 31, 1986. Because
these were all fixed—price—+ncentive—fee contracts, the net

effect of this wunderrun, as shown in Bath's cost performance

reports for each individual contract, was to increase Bath's

profits by about $78 mllion. Since these contracts were not

awar ded on the basis of |owest evaluated price and since Bath had

such a decided advantage in terns of econony of scale, |earning,

and overall labor rate, a determ nation should not have been nade

that the ward was nade on the basis of adequate price

conpetition.

CG47. This program was classified as based on
adequate price competition in fiscal years 1984, 1985, and 1986
even though the Navy did not award the contracts based on the
| owest evaluated price. At the tine the first split award was
made in FY 1984, Ingalls Shipbuilding Dvision (Ingalls), the
initial contractor, had a distinct advantage since it had
devel oped and was under contract to produce nine ships. Bath, the
second source, had produced one ship. An analysis of the
price proposals submtted during these three years foll ows.
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FY 1984

(m1lions)
Awar d
One Ship Two Shi ps Anount
I ngal | s $179.1 $325.5 $325.5
Bat h 251.2 399.5 251.2
Tot al $576.7
FY 1985
(ml1lions)
Awar d

One Ship Two Shi ps Thr ee Shi ps Anount

Ingalls $228.9 $426. 6 $628.0 $228.9
Bat h 223. 6 364. 3 555.0 364. 3
Tot al $593. 2

FY 1986 (1985 Opti on)
(ml1lions)

One Ship Two Shi ps Thr ee Shi ps Anount

Ingalls $231.8 $432. 8 $638.0 $231.8
Bat h 208. 7 366.0 543. 6 366.0
Tot al $597. 8

The prices submtted by the contractors in FY 1984 indicated that
Ingalls had a distinct advantage in this program and that Bath
could not effectively conpete. Despite this, Navy contracting
officials chose to classify the two—ship award to Ingalls as a
conpetitive buy. However, the one-ship award made to Bath was
considered a nonconpetitive award and subjected to negotiations
and the Truth in Negotiations Act. The Navy paid a prem um of
$72.1 mllion in FY 1984 for this buy (Ingall’s one-ship price
versus Bath’s one—ship price).

Despite the theory that conpetition will drive a prior
sol e—source producer’s price down, Ingall’s price went up in
FY 1985 and FY 1986. As pointed out earlier, this behavior was
al so observed in the FY 1986 proposal from the TOVAHAWK prime

contractor ( CGener al Dynam cs) . Bath’' s prices went down
preci pitously. Nevertheless, the Navy split the awards and
det erm ned t hat t hey wer e based on adequat e price

conpetition. By splitting the awards, the Navy paid a prem um of
$38.2 mllion in the FY 1985 procurement (Bath’'s three—ship
proposal of $555 mllion subtracted from the actual total award
anount of $593.2) and $54.2 million in the FY 1986 procurenent
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(Bath’s three—ship proposal of $543.6 mllion subtracted fromthe
actual total award anmount of $597.8 mllion).

Hi ndsi ght shows that Bath’s pricing strategy was overly
optimstic since it was overrunning its four—ship award by about
$87 mllion as of Decenber 31, 1986. Ingalls, on the other hand,
was experiencing a $34.3 mllion underrun on its two—ship awards
for FY 1985 and FY 1986. Since these contracts were not awarded
on the basis of the |owest evaluated price and Ingalls had such a
deci ded advantage in terns of l|earning, a determ nation should
not have been nmade that the awards were nade on the basis of
adequate price conpetition.

HELLFIRE. The FY 1984 award for this system was
determined to have been based on adequate price conpetition
despite the fact that the original intent was to negotiate. The
Arnmy performed a “shoul d—€ost” analysis of the proposals of both
contractors of this system and established a negotiation
obj ective. Wien both contractors wal ked out of negotiations and
refused to lower their prices, the Arny asked for and accepted a
best and final offer from both contractors. The total contract
award of $212.1 mllion ($113.2 mllion to Rockwell International
and $98.9 mllion to Martin Mrietta Aerospace) was declared to
be based on adequate price conmpetition even though it exceeded
the “shoul d—ost” recomendation by $43.5 mllion, and despite
the fact that each contractor had a guarantee of a 40—percent
m nimum award from the Arnmy on the first buy and 25 percent
thereafter. A conparison of the proposals that were nade during
this 3—year period foll ows.
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FY 1984

(ml1lions)
Rockwel | Martin Marietta
Quantity * | nt er nati onal Aer ospace D fference
1, 948 $ 86.7 $ 96.8 $10.1
2,923 118. 4 127. 3 8.9
FY 1985
(ml1ions)
1, 616 $ 59.5 $ 56.2 $3.3
3,232 102. 8 101.9 0.9
4,848 141. 6 144. 3 2.7
FY 1986
(ml1ions)
1, 438 $ 33.9 $ 53.2 $19. 3
2,875 67.7 90. 2 22.5
4,313 101.5 122.9 21.4

* Each contractor was guaranteed a m ni num award of 40 percent
in FY 1984 and 25 percent in FY 1985 and FY 1986.

In view of the Arny’s own “shoul d—ost” analysis of the FY 1984
proposals, it does not appear reasonable that the Arny could
declare the FY 1984 contracts to be based on adequate price
conpetition and determine that the prices were fair and
reasonabl e. Thi s deci si on also affected the  subsequent
determnations that were nmade in the FY's 1985 and 1986 buys.
The question about price reasonableness in this program was al so
raised in our draft report on “Pricing Aspects of the LASER
HELLFIRE M SSILE Program (AGWI4A),” dated My 14, 1987
(Project 6MB-049). The auditors found that the contracts awarded
to the two firns in this 3-year period were not supported by
proposals that were current, accurate, and conplete and were
overpriced by as nuch as $18.6 nillion. In view of these
findings, a determnation should not have been nmade that the
award was nmade on the basis of adequate price conpetition.

PEACEKEEPER. The FY 1985 split award for the
Third Generation Gyroscope resulted in the larger share of the
award going to the highest bidder (Northrop Corporation). The
contractors’ FY 1985 proposals were as foll ows.
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Quantity Honeywel |, I nc. Nor t hr op Difference

54 $13, 446, 000 $13, 673,016 $227,016
45 12, 816, 000 13, 553, 955 737, 955
36 12, 186, 000 13, 044, 996 858, 996

Because the Air Force used a technique called the mninmm total
cost rule and a guarantee of a mninmum sustaining rate, Northrop
was able to receive the high—guantity award (54 units) at the
hi ghest price. The Ar Force chose the |owest conbination
(Honeywel |, Inc.’s, bid for the 36 quantity and Northrop’s bid for
the 54 quantity), which anounted to $25, 859,016, as the basis to
nmake the award. However, this action wunfairly rewarded the
contractor who bid a higher price at each of the quantity points
at which a bid was requested. Cearly, the contract awarded to
Northrop was not awarded to the offeror submitting the | owest
evaluated price and, therefore, a determ nation should not have
been nmade that the award was nade on the basis of adequate price
conpetition.

Conclusions. The objective of attaining increased
conpetition I's [ audabl e. However, t he i ntroduction of
conpetition does not necessarily result in price conpetition or
in fair and reasonable prices. The Mlitary Departnments are
treating dual —source procurenments as though the introduction of a
second source automatically results in fair and reasonable
prices. They do not require that contractors submt certified
cost or pricing data for analyses where dual —source procedures
are used. W believe that it is unwise to assunme that prices are
fair and reasonabl e under dual —sourcing w thout sonme insight into
the basis of the proposed prices. In all dual-—sourcing cases we
reviewed, cost or pricing data should have been requested, the
contractor should have been required to certify the data, and
defective pricing recovery clauses should have been inserted in
the contracts. In these cases, dual sourcing should not be
considered to be adequate price conpetition for purposes of
wai ving the requirenment for certified cost or pricing data.

Based on the above, we believe that there is conpelling evidence
on the need for clear policy guidance and procedures for use in
dual —source procurenments. One of the nost |ogical places for
this type of policy and guidance would be in the Federa
Acqui sitions Regul ati on, Par t 17, “ Speci al Contracting
Met hods.” Subpart 17.1 already discusses mnultiyear contracting
and would seem to be a nost |ogical choice for a discussion of
dual —sour ce procurenent techniques.
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RECOVIVENDATI ONS FOR CORRECTI VE ACTI ON

W recommend that the Assistant Secretary of Defense (Production
and Logistics):

1. Instruct the Services to obtain certified cost or pricing data
and include the defective pricing recovery clause in all pricing
actions where the award may be split between the offerors.

2. Expand the Defense Federal Acquisition Regulation part 17, to
i nclude a special subpart clarifying the policy and gui dance to be
used when soliciting and awarding contracts for dual—source
acqui sitions.

MANAGEMENT COVMENTS AND AUDI T RESPONSE

The Assistant Secretary of Defense (Production and Logistics)
nonconcurred with the first recomendati on and concurred with the
second recomendation. In specific conments concerning the first
recommendation, the Assistant Secretary stated that application
of certified cost or pricing data should be nade by the
contracting officer on a case—by—ease basis. He further inplied
t hat our decisions whether adequate price conpetition existed for
the contracts in our sanple were based on official files that
were not well docunmented by the contracting officer. Finally,
the Assistant Secretary felt that rather than requiring cost or
pricing data for all split awards, there should be an analysis of
whet her price conpetition existed for both the high and |ow
guantities.

W disagree that application of certified cost or pricing data
should be nmde by contracting officers on a case—by—ease basis
where dual —sourced awards are involved. W Dbelieve that our
report has convincingly denonstrated that contracting officers
have not been able to determne whether adequate price
conpetition existed as defined by FAR 15.804.3. This section of
the FAR is very specific as to what conditions nust be net for
det erm ni ng adequate price conpetition.

W share the Assistant Secretary’s concern that there were
consi derati ons in t hese deci si ons t hat wer e not wel |
docunented. As a result, the audit team spent a considerable
amount of tine neeting with each contracting officer and buying
command. Qur purpose was to give them every opportunity to
refute the evidence presented.

The Assistant Secretary’s final statenent was that rather than
requiring cost or pricing data in all cases, there should be an
anal ysis of whether price conpetition existed for both the high
and low quantities. This gets back to the issue of whether the
deci si on shoul d be nade by the individual contracting officer on
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a case—by—<case basis. W feel that we provided conpelling,
unrefuted evidence in the draft report showi ng that individual
contracting officers were not able to nake proper determ nations
in accordance with the criteria provided in FAR 15. 804. 3.

MANAGEMENT COWMVENTS

The Ofice of the Assistant Secretary of the Arny nonconcurred
with the first recomendation and concurred with the second
recommendati on. Concerning the first recomendation, the Arny
believed that “. . . certified cost and pricing data should only
be obtained when a price analysis is not adequate to denonstrate
price reasonableness.” The Arny felt that while our audit
hi ghl i ghted cases where a specific contract award may indicate an
overpaynment, it was not an accurate portrayal of dual—source
procurenents. The Arny went on to enphasize that the intent of
dual —source procurenent techniques was to reduce overall program
costs through conmpetition. The Arnmy expressed concern that our
recommendation would result in sole-source pricing techniques
being applied uniformy, despite the extraordinary effort being
made to ensure the benefits of conpetition.

AUDI T RESPONSE TO MANAGEMENT COMVENTS

The report stated that 30 contracts, valued at about
$8.8 billion, were classified by contracting officials as based
on adequate price conpetition, even though they did not neet the
FAR 15.804.3(b) criteria for such a deternmination. The thrust of
our finding was that there was adequate evidence to indicate that
the price the CGovernnent was receiving was not based on adequate
price conpetition and that contracting officers should not have
wai ved our rights to recovery under the Truth in Negotiations
Act, Public Law 87-653. W do not believe that price analysis
al one was adequate to denonstrate price reasonableness. As is
denonstrated in our discussion of the one Arnmy system in our
sanple, HELLFIRE, the Arny went considerably beyond price
analysis in evaluating the fiscal year 1984 proposals. The Arny
performed a shoul d—<ost analysis and had a clear indication that
the prices may not have been fair and reasonable. Despite this,
the Arny characterized the buy as based on adequate price
conpetition and waived the Covernnent’s rights to protection
under Public Law 87—653, Truth in Negotiations Act.

Concerning the Army’s contention that we highlighted cases where
a specific contract award indicated an overpaynent, we randomy
sel ected the dual —sourced systens to be audited from the Sel ected
Acquisition Report. W allowed the Services to indicate those
t hat were dual sourced. Wthin the selected dual —sourced
systens, we eval uated every production contract. In 30 out of
38 cases, we found that the contracting officers had erroneously
categorized the contract as based on adequate price conpetition
i n accordance with FAR 15.804. 3(b). The preponderance of
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evi dence developed in this audit clearly denonstrated that nost dual sourcing did
not lead to adequate price conpetition as defined in FAR 15.804.3(b). Therefore,
dual —sourced contracts should not be exenpted from the provisions of Public Law
87—653, Truth in Negotiations Act, sinply because they are dual sourced.

The intent of dual—source procurement techniques is to reduce overall program
costs through conpetition as stated by the Arny. W agree that costs associ ated
with developing and nmaintaining a second source nmay result in higher contract
costs at the outset. This is an even nore conpelling reason why such contracts
should not be classified as based on adequate price conpetition and do not neet
the criteria described in FAR 15.804. 3(b) for maki ng such a determ nation

The Arny’s final argunent was that a high | evel review of najor dual —source price
anal yses shoul d ensure that price reasonabl eness was obtai ned. The systens
we | ooked at al nost universally received such reviews. Certainly the Arnmy system
HELLFIRE, did. let this system was a perfect exanple of why we consider Truth in
Negotiations Act protection to be a nust. The Arny perforned a shoul d—eost
anal ysis of the FY 1984 proposals. The total contract award exceeded the “shoul d—
cost” recomendation and the negotiation objective by over $40 mllion.
Furt hernore, each contractor had a guarantee of a mninum award that exceeded 25
percent. In the face of this conpelling evidence of l|ack of adequate price
conpetition, the Arny characterized these awards as based on adequate price
conpetition in accordance with FAR 15.804.3(b). The higher |evel reviews involved
in this buy did not ensure that price reasonabl eness was obt ai ned.

The Arny was correct in stating that we recommrend that sole source pricing
techni ques be applied uniformy to dual —sourced contracts. Qur review led us to
the conclusion that the “extraordinary effort” put forth by the Mlitary
Departnents was not guaranteeing or |leading to adequate price conpetition. Thus,

from the viewoint of FAR 15.804.3(b), we do not consider dual sourcing to be a
guarantee of adequate price conpetition. In fact, we concluded that dual

sourcing of and by itself rarely led to adequate price conpetition. Consequently,

our recomendation was to apply sole-source pricing techniques to dual-sourced
contracts because the contractors involved are proposing prices that closely
resenbl e sol e—source prices.
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MANAGEMENT COWMVENTS

The Under Secretary of the Navy nonconcurred with the first recommendati on and
concurred with the second reconmendation. Concerning the first recomendati on,
the Navy stated that:

Cost and pricing data should not normally be obtained in dual —source
prograns unless the procuring contracting officer determnes that price
conpetition does not exist. Since prices are solicited across a full
range of step |adder quantities, normally

including a 0—200% split, price conpetition does exist. (Cbtaining cost
and pricing data wuld increase costs to the Governnent, the
contractors, and the taxpayer

Concerning the second recommendation, the Navy stated that “The FAR should be
updated to include guidance on dual sourcing of prograns.” The Navy went on to
express severe concern about the audit in general and the methodol ogi es used and
concluded with the reconmendation that this report not be issued because it does
not reflect the current conpetitive, dual —source environment.

AUDI T RESPONSE TO MANAGEMENT COMMVENTS

The Navy stated that:

The purpose of cost and pricing data is to put us on a relatively
equal footing with contractors when they are imune to the conpetitive
forces of the marketplace. The |G DoD asserts that we need this data
i n dual source prograns because they do not consider those prograns to
be competitive...contending that conpetition is not effective fromthe
outset of the programis sinply contrary to the denonstrated behavi or
of our conpetitive industries.

Qur report clearly states that dual —source procurenents usually do not result in
adequate price conpetition as defined in Federal Acquisition Regulation 15.804. 3.

Conpetition is different from adequate price conpetition as defined by the FAR
15.804.3. The Federal Acquisition Regulation clearly inplies that a program can
be conpetitive wthout having adequate price conpetition. Calling a dual —
sourced program conpetitive for purposes of conpetition statistics presents us

with no problem However, stating that it results in adequate price conpetition
and waiving cost and pricing data on the basis that it nmeets the criteria of FAR
15.804.3 when it does not, does present us with problens. W never stated that

conpetition was not effective fromthe outset. The report questions whether

the itens sanpled were accurately determ ned to have been awarded on the basis of

adequate price conpetition in accordance with FAR 15.804.3. This
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FAR section states that, anong other things, adequate price conpetition does not
exist if an award is not based on the | owest eval uated price.

MANAGEMENT COVVENTS

The Air Force nonconcurred with the first recommendati on and concurred with the
second recomendati on. Concerning the first recommendation, the Air Force stated
t hat :

“. . . we reject the assunption that adequate price conpetition can
never occur when splitting awards. Through careful wuse of price
anal ysis techniques and a firm grasp of the technique being used to
determne the split, the contracting officer can detect when adequate
price conpetition is not present.

The Air Force also stated that:

VWhile we believe that cost and pricing data is necessary on sone dual —
source acquisitions, the depth of cost and pricing data needed and its

certification nust be decided on a case-by—€ase basis by the

contracting officer. At the point of RET issuance, the contracting

of fi cer must deci de whet her adequate price conpetition is expected.

AUDI T RESPONSE TO MANAGEMENT COMMENTS

The report states that 30 contracts, valued at about $8.8 billion, were
classified by contracting officials as based on adequate price conpetition, even
t hough they did not neet the FAR 15.804.3(b) criteria for such a determ nation.
The thrust of our finding was that there was adequate evidence to indicate that
the price the Governnent was receiving was not based on adequate price
conpetition and that contracting officers should not have waived the Governnent’s
rights to recovery under the Truth in Negotiations Act. Nowhere in the report do
we igate t hat adequate price conpetition can never occur when splitting
awar ds.

W have already denonstrated in this audit that contracting officers were not
able to make proper determnations as to adequate price conpetition through
careful use of price analysis techniques and a firm grasp of the technique being
used to determine the split. If the determ nations continue to be made on a case—

by—ease basis, contracting officers will continue to accept contractor prices as
fair and reasonable without sufficient insight into the basis of the proposed
prices, and the CGovernment will not be able to recover any overpricing reported

later as the result of postaward audits of dual —sourced contracts.
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GLOSSARY OF TERMS

Contractor Research and Devel opnment denotes the efforts taken by the
second source to translate and use design specifications. It may involve reverse
engi neering or redesign work.

Cost Analysis is the review and evaluation of a contractor’s cost or
pricing data. An opinion is forned on the degree to which the contractor’s
proposed costs represent what contract performance should cost, assum ng
reasonabl e econony and efficiency. It includes appropriate verification of cost
data, evaluation of specific elenents of costs, and projection of these data to
determne the effect on price factors |ike cost necessity, allowances for
contingencies, and the basis used for allocation of overhead costs.

Cost Overrun is the amunt of the allowable cost by which the
contractor has exceeded the target cost.

Cost or Pricing Data neans data consisting of all facts that exist up
to the tine of agreenent on price, which prudent buyers and sellers would
reasonably expect to have a significant effect on price negotiations.

Cost Underrun is the anount the contractor has spent bel ow the contract
target cost 1n terns of allowable cost.

Fi xed—Price Contract is not subject to an adjustnent based on a
contractor’s cost performance.

Fi xed—Pri ce—+ncentive Contract provides for a price and profit
adjustnment that wll be based on the relationship between a contractor’s fina
cost to its target cost.

Covernnent Adm nistration Costs represent the added costs that are
needed to solicit and select the second source and evaluate and adm nister its
contracts.

Learning Curve is a tool of calculation that is primarily used to
project resource requirenents that are required for a production run (e.g.,
direct manufacturing |abor hours or quantity of material). The concept of the
| earning curve was adopted from the observation that individuals who perform
repetitive tasks exhibited a rate of inprovenent due to increased manual
dexterity.

M COM Approach is a split award technique that is used by the U S Arny
Mssile Command. It involves the solicitation of lot prices from contractors
for various percentages of the buy. An average adjusted bid is calculated for
each contractor
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GLOSSARY OF TERMS ( CONTI NUED)

based on proposal <costs for each percentage. The percent differential 1is
calculated from the overall average adjusted bid of each contractor, which then
det erm nes the percent of award.

M nimum Sustaining Rate is the guarantee that the highest priced
contractor will receive a fixed portion of the annual buy.

M nimum Total Cost Rule is a technique used to split awards anong
contractors. It involves the solicitation of prices for various percentages of
the total buy quantity. The related offers are added together to arrive at a
total lot cost. The |owest cost conbination is used as a basis to establish the
split that is nost beneficial to the Governnent.

Nonr ecurring Second—Source Costs is the investnent made by the
Covernment to establish a new supplier as a conpetitive producer. The costs
usually include contractor research and developnent, technology transfer
gual i fication, speci al t ool i ng and t est equi pnent , and Cover nent
adm ni stration.

Premium Paynent is the difference between the |owest evaluated price
and the total value of the split awards.

Price Analysis is the process of examning and evaluating a
prospective price wthout evaluating the separate cost elenents and proposed
profit. It may be acconplished by a conparison of submtted quotations, a

conparison of price quotations and contract prices with current quotations for
the same or simlar itenms, or a conparison of proposed prices wth independently
devel oped Government esti nates.

Program Loss occurs when the conbined recurring unit prices of the
mul ti pl e sources exceeds the projected sol e—source unit price during a particular
peri od.

Program Savings result when the reduction in unit prices due to
multiple sourcing exceeds all investnment costs made to develop additional
source(s) including the time value of noney, effects of |earning, program
| osses, and prem um paynents.

Qualification Costs are incurred for the evaluation, testing, and
approval of the second source’s products before conpetition

Recurring Cost is the unit price the CGovernnent pays for a weapon
system or conponent.
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GLOSSARY OF TERMS, ((CONTI NUED)

Speci al Tool i ng and Test Equi pnent costs are applicable to the
added investnent in special tooling and test equi pnent the CGovernnent makes to
enabl e the second source to produce the item |f procurenent quantities of 1,000
units per year are anticipated, a single source nust be able to efficiently neet
that requirenment. In a dual —source environnent, each contractor nust be able to
produce at 70 to 80 percent of the total requirement for effective conpetition to
occur. The anount contractors are collectively able to produce over 1,000 units
is the added cost to the Governnent.

Technol ogy Transfer Costs relate to the procurenent of the technica
data package from the systens devel oper and the costs of technical support and
assi stance that nust be provided to the new source.

Tinme Value of Money is a standard on a discount rate that nust be used
in all investnent decl sions.
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ANALYSI S OF | NVESTMENT COSTS

I nvest gnt Prem um Ti ne Value
Costs 1/ Prices of Money 1/ Tot a

Program (mllions) (mllions) (mllions) (m1lions)
TOVAHAVK $ 202.7 $232.9 $ 43.6 $ 479.2
FFG— 1/ 65. 6 6.6 72.2
LSD4I 1/ 0 —
SSN-688 1/ 69.0 6.0 66.0
NAVSTAR GPS 1/ 2/ -
JTI DS 25.5 2/ 2.6 28. 1
AVRAAM 195.3 2/ 19.5 214.8
I R MAVERI CK 104. 2 54.6 15.9 174.7
St andar d

M ssil e—2

( GC&A) 64.6 2/ 6.5 71.1
PEACEKEEPER 94.6 3/ 1.9 9.7 106. 2
HELLFI RE 78.1 38.4 11.7 128. 2
CGH47 170.0 163. 3 33.3 366. 6
SPARROW 62.9 202.2 26.5 291.6
LHX 1/ 2/ - -
MK—50 Tor pedo 221.2 2/ 22.1 243. 3
SEA LANCE 4.6 2/ .5 51

$1, 223. 7 $818. 9 $204.5 $2,247. 1

1/ Program offices did not subnmt investnment cost data in response to our
guesti onnaire.

2/ These progranms will be dual sourced in the future. Premumprices, if any, are
not yet avail abl e.

3/ This figure is conposed of the investnment costs for all subsystemns, which were
dual , sourced.
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REVI EW OF ECONOM C ANALYSES AND
PRI MARY REASONS FOR ESTABLI SHI NG THE
ADDI TI ONAL SOURCES COF SUPPLY

Dual —Sour ce Pr ogr ans

Econom ¢
Program Commodi ty Anal ysi s Reasons
HELLFI RE Projectile Yes Mobi | i zati on
CGH47 Shi p No Mobi | i zati on
FFG—~ Shi p No Mobi | i zati on
LSD41 Shi p No Price Conmpetition
SPARROW Mssile No Mobi | i zati on
SSN-688 Shi p No Mobi | i zati on
TOVAHAVWK Mssile Yes Mobi 1i zati on
PEACEKEEPER Mssile Yes Directed 1/

Pl anned Dual —Sour ce Pr ogr ans

LHX Hel i copt er No Directed 1/
MK—50 Tor pedo Yes Directed 1/
SEA LANCE Mssile Yes Directed 1/
SM-=2 Mssile Yes Directed 1/
I R MAVERI C-C Mssile Yes Directed 1/
AVRAAM Mssile Yes Directed 1/
JTI DS Comuni cati ons

System No Directed 1/
NAVSTAR Comuni cati ons

System No Directed 1/
Nondual —Sour ce Program
COPPERHEAD Projectile Yes NA 2/
RPV Air Vehicle Yes NA 2/
C M+ 53E Hel i copt er No NA 2/
SH-60F Hel i copt er No NA 2/
B+B Aircraft No NA 2/
CH+7A Aircraft Yes NA 2/
DSP Satellite No NA 2/

1/ Directed by higher authority.

2/ NA nmeans not applicabl e.
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COVPENDI UM OF FEDERAL AND DEFENSE ACQUI SI TI ON
REGULATI ONS APPLI CABLE TO DUAL- SOURCE PROCUREMENTS

FAR 14.407—2 — The contracting officer shall determne that a prospective
contractor is responsible and that the prices offered are reasonable before
awardi ng the contract. The price analysis techniques in FAR 15.805—2 may be used
as gui del i nes.

FAR 15.101 —Any contract awarded w t hout using seal ed bidding is a negotiated
contract.

FAR 15.804—2 —Certified cost or pricing data are required for the award of any
negoti ated contract expected to exceed $100, 000 except as provided in FAR 15.804—
3.

FAR 15.804—2(b) — Wien certified cost or pricing data are required, the
contracting officer shall require the prospective contractor to submt the data
and certify that it was accurate, conplete, and current as of the date of the
final agreenment on price.

DFAR 15.804—2(b)(1) — Cost or pricing shall not be required nerely in
anticipation of post-award review of the contract.

FAR 15.804—3(a)(1) — The contracting officer shall not require t he subm ssion
or certification of cost or pricing data when it is determined that prices are
based on adequate price conpetition

FAR 15. 804—3(b?(l) —Adequate price conpetition exists if:

offers are solicited:
o fromtwo or nore responsible offerors that can satisfy the CGovernnent’s
requirements submt priced offers responsive to the solicitation’s expressed
requi renents; and
o the offerors conpete independently for a contract to be awarded to the
responsi bl e of feror submtting the | owest eval uated price.

FAR 15.804—3(b)(2) —If price conpetition exists, the contracting officer shal
presune it is adequate unl ess:
o the solicitation is nmade under conditions that unreasonably deny to one or
nmore known and qualified offerors an opportunity to conpete;
o the low offeror has such a decided advantage that it is practically inmune
fromconpetition; or
o there is a finding, supported by a statement of the facts and approved at a
| evel above the contracting officer, that the [ owest price is unreasonabl e.
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COVPENDI UM OF FEDERAL AND DEFENSE ACQUI SI TI ON
REGULATI ONS APPLI CABLE TO DUAL- SOURCE PROCUREMENTS

( CONTI NUED)

FAR 15.804-3(b)(3) — A price is “based on” adequate price conpetition if it
results directly from price conpetition or if price analysis alone clearly
denonstrates that the proposed price is reasonable in conparison with current or
recent prices for the same or substantially the same itens purchased in
conparable quantities, terns, and conditions under contracts that resulted from
adequate price conpetition.

FAR 15.804—~+ —If, after award, certified cost or pricing data are found to be
i naccurate, inconplete, or noncurrent as of the date of final agreenent on price,
the Governnent is entitled to a price adjustnment. The clause at 52.215-22 gives
the Governnment the right to a price adjustnent for defective contractor pricing.

FAR 15.804-8 — When contracting by negotiation, the contracting officer shal
insert the clause at 52.21522 (Price Reduction for Defective Cost or Pricing
Data) in solicitations when it is contenplated that cost or pricing data will be
required, and in contracts when it was required.

FAR 15. 805—(b) —When cost or pricing data are required, the contracting officer
shall make a cost analysis to evaluate the reasonabl eness of individual cost
el enent s.

FAR 15.805—=2 — The contracting officer is responsible for selecting and using
what ever price analysis techniques will ensure a fair and reasonable price. One
or nore of the follow ng techniques may be used to performa price analysis:

o Conparison of price quotations received in response to the

solicitation.

o Conparison of prior quotations and contract prices with

current quotations for the sane or simlar end itens.

o Application of rough yardsticks to highlight significant

i nconsi stencies that warrant additional pricing inquiry.

o Conparison with conpetitive published price lists,

publ i shed narket prices of conmmodities, simlar indexes, and

di scount or rebate arrangenents.

o0 Conparison of proposed prices with i ndependent Governnent

cost estinmates.
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COVPENDI UM OF FEDERAL AND DEFENSE ACQUI SI TI ON
REGULATI ONS APPLI CABLE TO DUAL- SOURCE PROCUREMENTS

( CONTI NUED)

FAR 15.805-5 — When cost or pricing data are required, the contracting officer
shall request a field pricing report (which may include an audit review by the
cogni zant contract audit activity) before negotiating any contract or
nodi fication resulting froma proposal in excess of $500,000...unless information
available to the contracting officer is considered adequate to determ ne the
reasonabl eness of the proposed cost or price.

DFAR |1 5.805-5(a)(70) —If an audit revieww |l not be required, approval shall be
obtained at a | evel above the contracting officer.
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LI ST OF CONTRACTS THAT WERE CLASSI FI ED
AS BASED ON ADEQUATE PRI CE COWPETI TI ON

Buyi ng Cont r act Quantity Anount
Service Ofice Program Conmodity Nunber Procur ed (000)
Ar ny M COM 1/ HELLFIRE Projectile 84-G-A162 2,651 $109, 371
84—C-A163 2,000 94, 448
85—-A040 1,676 68, 652
85—C-A041 4,104 133,178
86—-0494 4,500 127,099
86—-0496 1, 500 62, 697
Navy NAVAI R 2/ TOVAHAWK M ssil e 844484 180 154, 751
(AUR)
84—-4485 120 148, 445

84—-C6-4484 Option 206 185, 212
84—6-4485 Option 139 160, 321

Navy NAVSEA 3/ FFGH Shi p 76—-2001 5 223,796
76—-2100 3 146, 576
762101 3 149, 039
77—-2080 3 150, 764
77-62080 Option 3 143, 237
772081 2 101, 118
77— 2081 Option 3 143, 083
772082 3 150, 605
7762082 Option 3 142, 035
79—-2800 3 209, 913
79—6—2800 Option 3 195, 401
79—-2801 3 214, 426
79—-62801 Option 1 66, 323
79—-2802 2 144, 182
7962802 Option 2 137,031
812201 3 247,026
8162201 Option 2 169, 767
8162201 Option 1 89, 287
8162202 2 181, 908
Navy NAVSEA 3/ FFGH Shi p 8162202 Option 1 88, 035
8162202 Option 1 89, 897
8162202 Option 1 88, 192
8162203 1 93, 601
Navy NAVSEA 3/ LSD41 Shi p 842027 1 166, 614
8462027 Option 2 304, 804
8462027 Option 2 297, 897
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LI ST OF CONTRACTS WH CH WERE CLASSI FI ED
AS BASED ON ADEQUATE PRI CE COVPETI TI ON ((CONTI NUED)

Buyi ng Cont r act Amount
Service Ofice Program Commobdity Nunber Quantity (000)
Navy NAVSEA 3/ SSN—688 Submari ne 83—-6-2039 2 560, 211
842063 2 519, 985
84-6-2063 Option 1 282, 982
842064 1 278, 000
84-6-2064 Option 3 779, 467
86——-2076 4 1,032,667

Navy NAVSEA 3/ CGH47 Ship 842004 2 306, 122
85—-2035 1 228,913
85—-2036 2 364, 276
85—€6-2035 Option 1 232,973
85—€6-2036 Option 2 367, 234

Navy NAVAI R 2/ SPARROW M ssil e 840161 1,560 205, 627
85—-c-0074 1,300 206,594
85—-0075 1,845 240, 741
86—-90147 1,679 222,743
86—-0148 1,668 219, 453

Air Force BMO 4/ PEACEKEEPER M ssil e 85-6-0077 36 12,186

(TG
85—-0078 54 13, 673
86—-0072 52 8, 850
M ssil e 86—90151 219 5,618
(PS)
86—0152 95 28, 643
TOTALS 38 Contracts $11, 525, 689

1/ Arny Mssile Conmmand.

2/ Naval Ar Systenms Command.

3/ Naval Sea Systens Command.

4/ Ballistics Mssile Ofice.
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CONTRACTS M SCLASSI FI ED AS BASED ON ADEQUATE PRI CE COVPETI Tl ON

Reasons
Year Nunber Awar d Premium Not |owest Inability
of of Amount  Price Paid 1/ Eval uated to
Program Buy Contracts (000) (000) Price 2/ Conpete 3/
TOVAHAVWK 1985 2 $ 303, 196$109, 806 4/ X X
1986 1985 Options 345,533 123,135 4/ X X
cG47 1984 1 306, 122 70, 849 X
1985 2 593, 189 38, 218 X
1986 1985 Options 600,207 54,203 X
PEACEKEEPER
(TGO 1985 2 25, 859 227 X
(RV) 1986 2 64,261 1,711 X
SPARROW 1984 1 205,627  ----- X
1985 2 447,335 67,737 X
1986 2 442,196 27,784 X
HELLFI RE 1984 2 203,819 11,815 X
SSN 1984 2 797,985 26, 909 X
1985 1984 Optionsl, 062,449 33,000 X
FFG—~ 1975 3 165, 666 25,973 X X
1976 1975 Options 353,745 10,235 X X
1977 3 402, 487 874 X X
1978 1977 Options 428, 355 2,249 X X
1979 3 568, 521 4,513 X X
1980 1979 Options 398, 755 9, 740 X X
1981 3 522, 535 5,031 5/ X X
1982 1981 options 257,802 1,769 6/ X X
1983 1981 Options 179,184 4,044 X X
1984 1981 Option 88, 192 1, 167 X X

TOTALS 30 $8, 763,020 $630, 989

1/ Prem um paynents are the difference between the | owest evaluated price and the
total value of the split awards.

2/ Refers to FAR 15.804—3(b)(1) definition shown in Appendix D.
3/ Refers to FAR 15.804—3(b)(2) definition shown in Appendi x D.

4/ Premuns reflected for the FY 1985 and FY 1986 buys were based on a proposal
subm tted by General Dynamics for the FY 1985 buy in the anount of $693, 390, 081
for sole source, maxi mum quantity (300).

5/ The lowest price for 6 FFGs, the basic fourth flight award, was submtted by
Bath Iron Wrks in the anmount of $472,625,078. Conparing this anount with the
actual award anount, $522,534,694, indicates a potential prem um of $49, 909, 616
pai d.

6/ The |lowest price for 3 FFC s, the FY 1982 option, was submtted by Bath Iron
Wrks in the anmount of $240,675,535. Conparing this amount with the actual award
armount, $257,802, 119, indicates a potential prem um of $17, 126, 584.
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ASSI STANT SECRETARY OF DEFENSE
WASHI NGTON, D. C. 20301-4000

PRODUCT!I ON AND Vay 10 1988
LOGE STI CS

( Pl DSPS)

MEMORANDUM FOR  ASSI STANT | NSPECTOR GENERAL FOR AUDI Tl NG
OFFI CE OF THE | NSPECTOR GENERAL

SUBJECT: Draft Report on the Audit of Dual Source Procurenent Techni ques
(Project # 6CD-036)

The report suggests that dual sourcing does not result in price
conpetition and that cost or pricing data should be obtained in all
split awards. Also, the report attenpts to determne if there were
savi ngs on an annual basi s.

W agree with the IGthat there is roomfor inprovenent in our dual
source guidance and in our application of the dual source strategy. W
wi Il be providing additional guidance to inplenment the statute contained
in Chapter 144, Section 2438 “Major prograns: conpetitive alternate
sources,” 10 USC. This guidance should facilitate the Defense
Acqui sition Board (DAB) consideration of the economc and nobilization
base issues prior to making a dual source decision on an acquisition
program The recent revision of DoDl 5000.2 also contains guidance on
the law. Further, there are indications that the Services are now using
the Defense Systens Managenent College (DSMC) nodel to assist in the
determnation of an appropriate strategy for a given acquisition
program

W have responded to your specific recomendations in the
attachnment. There are other points in the draft report that we recomend
be considered in the final report. Your audit included split award
contracts starting in 1975. Prior to the Conpetition in Contracting Act
(CICA) of 1984 the only criterion for dual sourcing was the need for a
nobi | i zation base. CICA provided the legal basis for developing two
sources for cost savings. Hence prograns |ooked at before 1984 nmay or
may not denonstrate cost savings. It is not uncommon for a dual sourced
programto require several years before a break—even point is realized.

W hope that our coments will be useful in finalizing your draft
report.

Jack Katzen
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ASD Production and Logistics Conments on DOD(1 G Project No. 6CD (36
In review ng the recommendati ons we have the foll owi ng comments:

Recommendation A-1: That the Assistant Secretary of Defense (Production &
Logistics) instruct the Services to obtain certified cost or pricing data and
include the defective pricing recovery clause in all pricing actions where the
award maybe split between offerors.

OSD Comment: Nonconcur. Qur position supports continued application of certified
cost or pricing data on a case-by-case basis and the decision should be made by
the contracting officer. The extent of data detail which is required for each
procurenent should also continue to be a part of that sanme determination. The
insertion of the clause, "Price Reduction for Defective Cost or Pricing Data”,
which stenms fromthe Truth in Negotiations Act, should follow the sane case- by-
case review used in nmaking the cost or pricing data determ nation. An area that
needs to be discussed regarding this recomendation is how well the contracting
of ficer has docunented the contract file to provide the rationale for determ ning
that price conpetition does exist. Rather than requiring cost or pricing data,
for all split awards, there should instead be an analysis of whether price
conpetition exists for both the high and low quantities awarded. Wile cost or
pricing data maybe necessary in sonme cases from the source awarded the |ow
guantity in a split award, there certainly are instances where the price for the
| ow quantity can be shown to be conpetitive. W nust enphasize the need for case
by case determi nation instead of calling for data in every split award.

Recommendation A-2: That the Assistant Secretary of Defense (Production and
Logi stics) expand the Defense Federal Acquisition Regulation Part 17, to include
a special subpart clarifying the policy and guidance to be used when soliciting
and awardi ng contracts for dual -sourcing acquisitions.

OSD Comment: Concur. We plan to review the coverage of dual source conpetition in
the DFARS and to ensure that proper attention and guidance is provided. Wether
this will be covered in Chapter 17 will depend on the results of the review

Reconmendation B: That the Assistant Secretary of Defense (Production and
Logistics) issue a dual source policy directive that establishes standard
procedures for <calculating investnment costs and for performng cost benefit
anal ysis before and after the dual source decision is nade.

OSD Comment: Concur. This office is currently involved in issuing policy guidance
on alternative sources (dual sourcing) of major prograns with a list of specific
elements to be considered in determning the nerits of introducing alternative

sources. This coverage wll include both full scale engineering devel oprnent
(FSED) and production phases of the acquisition process. In addition, with the
legislative requirenment to review all major prograns for the possible

introduction of alternative sources in both FSED and production (Section 2438
Chapter 144, 10 USC) we have included direction in DODI 5000.2. As a result we
believe greater attention will be given to the basis for selecting the dual
source acqui sition techni que.
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DEPARTMENT OF THE ARWY
OFFI CE OF THE ASSI STANT SECRETARY
WASHI NGTQN, DC 20310
SARD- KP

MEMORANDUM FOR ASSI STANT | NSPECTOR GENERAL FOR AUDI TI NG
DEPARTMENT OF DEFENSE

SUBJECT: Draft Report on the Audit of Dual —Sour ce
Procurenent Techniques (No. 6CD#9036) Dated 5
January 1988

This office has reviewed the subject draft report and
offers the foll owi ng coments:

Reconmmendation A. 1. that the Assistant Secretary of
Def ense (Production and Logistics) instruct the Services to
obtain certified cost or pricing data and include the
defective pricing recovery clause in all pricing actions
where the award may be split between of ferors.

Arny Comment: Nonconcur. Although the subject audit
hi ghlights sone cases where a specific contract award may
i ndicate an overpaynent, this is not an accurate portrayal
of dual source procurenments. The intent of dual source
procurenent techniques is to reduce overall program costs
through conpetition. It is well understood that costs
associated with devel oping and maintaining a second source
may result in higher contract costs at the outset. However,
we firmy believe that a viable second source can often
lead to greatly reduced program costs.

Under the Conpetition in Contracting Act, conpetition
is the rationale and basis for government contracting. Sole
source procurenent techniques are the exception. This
recommendation is that sole source techniques be applied
uniformy, despite the extraordinary effort being made to
ensure the benefits of conpetition

Certified cost and pricing data should only be
obtained when a price analysis is not adequate to
denonstrate price reasonableness. A high level review of
maj or dual source price analyses should ensure that price
reasonabl eness i s obtai ned.
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SARD—KP

SUBJECT: Draft Report on the Audit of Dual-Source Procurenent Techniques
(No. 6CD—036) Dated 5 January 1988

Recommendati on A 2: That the  Assistant Secretary of Def ense
(Production and Logistics) expand the Defense Federal Acquisition Regul ation
Part 17, to include a special subpart clarifying the policy and guidance to be
used when soliciting and awardi ng contracts for dual —source acqui sitions.

Arny Comment : Concur. DFARS Part 17 should be updated to include
gui dance on dual —source procurenent techni ques.

Recommendati on B: That the Assistant Secretary of Defense (Production
and Logistics) 1issue a dual-source policy directive that establishes
standard procedures for <calculating investnment costs and for performng
cost —benefit anal yses before and after the dual —source decision is nade.

Arny Conmment: Concur. However, any standard procedures mnust anticipate
the diversity of prograns, and the various stages within the program at
whi ch a dual -source decision may be nade. As discussed in the Arny comment
on recomendation A 1l, a specific contract action nay not reveal
antici pated program savings which result from nmaintaining a second source
It may not be feasible to ever calculate the effects a viable second source
has on the prime sources costs and cost reduction efforts. The Arny firmy
bel i eves conpetition results in reduced program costs vis—a—vis a sole
source situation. The benefits of attenpting to quantify the exact savings
are not recogni zed. However, a DoD policy directive to assist in performng
cost —benefit anal yses is al ways wel cone.

HARRY G KARGEANNES
Maj or Ceneral, GS
Director, U S Arny Contracting
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DEPARTMENT OF THE NAVY
CFFI CE OF THE SECRETARY
WASHI NGTON, D. C. 2G350- 1000

14 April 1988
MEMORANDUM FOR THE | NSPECTOR CGENERAL, DEPARTMENT OF DEFENSE

Subj: DRAFT REPORT ON THE AUDIT OF DUAL-SOURCE PROCURENMENT
TECHNI QUES ( PROJECT NO. 6CD- CB6)

Encl: (1) Detailed comments concerning Draft Report on the Audit of
Dual - Source Procurenent Techni ques (Project No. 6CD 036)

I am nmaking the response directly to you because of the
importance we in the Navy place on the allegations that our
fundament al approach to establishing conpetitive dual sources is
fl awed.

W have reviewed the subject audit report and do not consider it
an accurate or objective evaluation of the econonics and efficiencies
which result from this conpetitive procurenment strategy. It is the
Navy's firm belief based on docunented results that dual source
procurenents result in conpetitive prices which do not require
certified cost or pricing data or defective pricing clauses to protect
the GCovernment’s interest. By any objective neasure including
conparison with sole source budget projections, conparison wth sole
source prices and price analysis of the conpetitive offers,
substantial acquisition savings have been achieved. In addition, based
on reduced contractor bid and proposal costs, reduced Covernnent
effort and tine to perform unneeded and burdensome audits, technical
eval uations and negotiations or reduced tinme delays in delivery of
equi pnent to the fleet, the non-acquisition savings of dual source
procurenents have been enornous, clearly in the multi-mllions of
dollars. For the audit report to dwell primarily on the initial added
costs, which are nore than offset by savings, is a disservice to the
aggressive actions of the Navy to inplenment the clear will of Congress
and the public to rely on the forces of conpetition to ensure fair
prices for our defense procurenents. Accordingly, the follow ng
comments address the draft report reconmmendations:

Recommendati on A. 1.

“Instruct the Services to obtain certified cost
or pricing data and include the defective pricing recovery
clause in all pricing actions where the award may be split
bet ween the of offerors.”

Navy Conment: Non-concur. Cost and pricing data
shoul d not nornmally be obtained in dual source prograns
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unless the procuring contracting officer deternmnes that price
conpetition does not exist. Since prices are solicited across a full
range of stepladder quantities, normally including a 0-100% split, price
conpetition does exist. Qbtaining cost and pricing data would increase
costs to the government, the contractors and the taxpayer.

Recommendati on A. 2.

“Expand the Defense Federal Acquisition Regulation Part
17, to include a special sub-part clarifying the policy and guidance to
be wused when soliciting and awarding contracts for dual-source
acquisitions.”

Navy Conment: Concur. The FAR should be updated to include
gui dance on dual sourcing of prograns.

Recommendati on B,

“W recomend the Assistant Secretary of Defense
(Production and Logistics) issue a dual-source policy directive
that establishes standard procedures for calculating investnent
costs and for perform ng cost-benefit anal yses before and after the
dual - source decision is nmade.” *

Navy Conment: Concur. However, any nodel devel oped mnust be
flexible enough to accommodate products as diverse as radars,
mssiles, ships and aircraft. The Navy's experience to date
indicates that a single, conprehensive nobdel has not been
established that fits all situations. Although certain cost
estimates and savings projections can be nmade regarding the
potential outcone of dual source prograns, in the final analysis,
the dual -sourcing decision is nmade on prudent business judgnment
after taking into account the various quantitative and qualitative
factors relating to a specific program That judgment has proven
correct in those Navy prograns selected for dual sourcing. In any
anal ysis the burden should be on those wishing to continue sole
source contracting to «clearly denonstrate that sole source
contracting is | ess costly.

The recommendati ons made and concl usions drawn in the subject report have
lost sight of the purpose of the audit. As stated in the opening paragraph,
“The overall audit objective was to determ ne whether dual-source procurenent
techni ques were achieving increased conpetition |leading to greater econom es
and efficiencies in the procurenent process....” The Congress affirned its
preference for dual-sourcing rather than sole sourcing in the Conpetition in
Contracting Act of 1984. As stated on page 3 of the Audit “(Congress) required
DoD to establish nore than one source of supply if it would increase or
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mai ntain conpetition and would likely result in reduced overal
costs for acquisition or for anticipated acquisition....”
(emphasis added). The Navy has inplenented aggressively the
recommendati ons of the procurenment conm ssions and the intent of
Congress in its dual sourcing prograns. The Navy’s projected
savings of sone $4.0 billion in just three Navy prograns clearly
attests to the wi sdom of the various conmm ssions and the Congress.

Dual sourcing is a long-term strategy designed to overcone
the inherent structural deficiencies found in the sole source
procurenent process. The Navy and Congress goal of reduced overall
costs in mjor acquisitions requires a carefully structured and
continuing commtnment to introducing conpetition into selected
maj or prograns that have a high potential for outyear pay back of
initial investnments. This report, in focusing on the costs of dua
sourcing during a programs infancy and insisting that cost and
pricing data is indispensable to the process is a solution in
search of a problem As | stated on 1 March 1988 in ny testinony
bef ore the House Appropriations Conmttee, Defense Subcomittee on
the posture and fiscal year 1989 budget of the United States Navy
and Mari ne Corps,

W have vigorously pursued conpetition in order to
achi eve the four goals of the 1981 Carlucci Initiatives:
reduced costs, a broadened industrial base, inproved
quality, and fairness. In the period 1982 to 1986 the
annual value of conpetitively awarded Navy contract

dollars increased from$8.1 billion to $23.2 billion.
During FY 1987 the Navy conpeted 55.3 percent ($27.3
billion) of its procurenent dollars....

From FY 1983-1987, the Navy realized a savings of

over seven billion dollars in its shipbuilding prograns.
. (A] conservative estimate is that one third of the
savings was due to conpetition... enough to buy three

DDG 51 class Aegis destroyers or three SSN-688 class
submari nes.

Competition's detractors argue that dual sourcing
does not always equate to adequate conpetition, and that,
in sonme circunstances, the non-recurring costs necessary
to establish a second source have forced unit costs above
that projected for a continued sole source buy. Al though
not all prograns have denonstrated clear savings due to
conpetition, on bal ance, our experience is that
conpetition is savi ng noney.

Opening up nore procurenent and support programs to
conpetition and fostering an environment which invites
contractor participation have enhanced nobilization
capability by expanding the defense industrial base.
...the Navy has thirteen ordnance systens in dual source
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production today conpared to four ten years ago. This
provides us with a significant wartine surge capability
above that of the sole source environment and frequently
results in reduced procurenent costs. For exanple, the dual
source Tomahawk mssile (all-up-round) program procurenent
cost has decreased from $11.0 billion to $9.2 billion....

(TJhere is no evidence that “low bidder nentality” has
| ed to reduced quality. In fact,...quality has
i nproved...(The) depot rejection rates for the Tomahawk
cruise mssile...greatly inproved after a second source was
established. ...

(T] he Navy, through its conpetition policy has
significantly increased the opportunities for conpanies to
obtain a share of Navy business. An increase in the percent
of conpetitive actions from 30 percent to nearly 90 percent
over the past five years is indicative of our intent to
distribute fairly our business base....

The Navy’'s conpetition strategy is succeeding...We wll
continue to pursue our conpetition policy and through it
i ncrease our national industrial base....

Finally, each mgjor dual source program is subject to a
conprehensive review and approval process within the Navy. The
acquisition plan nust denonstrate a realistic approach to dual
sourcing including cost and schedule risks, streamining, the
potential for sub-contractor conpetition, quality, maintainability
and reliability and overall expected benefits to the Navy. Only
after this review of the acquisition plan by the cognizant
Acquisition Executive wll a Program Endorsenment Menorandum be
signed. In addition, each business clearance for these najor dual
source acqui sitions nust be reviewed and approved at the Secretari at
Level prior to contract award. This system provi des an inportant and
obj ective crosscheck of the soundness of the acquisition strategy
from initial concept to contract award. Al so, since this process
focuses on the overall program strategy, the Navy is assured that
long run benefits are not sacrificed to short run savings.

Based on the foregoing, the Navy recomrends that this report
not be issued as it does not reflect the current conpetitive, dual
source environment. Additional coments are provided at enclosure

(1).

Copy to: H Lawence Garrett, 111
NAVI NSGEN Under Secretary of the Navy
NCB53
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ADDI TI ONAL COMVENTS CONCERNI NG
DRAFT SUWVARY REPORT ON THE AUDI T OF

DUAL- SQURCE PROCUREMENT TECHNI QUES REPCRT NO. (6CD- 036)

The Navy recognized that the Congress created a substantial
change in the direction of conpetition by passing the Conpetition in
Contracting Act (CICA) in 1984. The report notes that virtually
every study of the procurement process has recomended increased
conpetition and dual sourcing as the nost effective nethods of
obtaining the best value for the procurenment dollar. As noted on
page 2 “the Gace Commission, politician and defense procurenent
critics agree that the degree of conpetition in the production phase
of the acquisition progranms could be increased by expanding the use
of the dual -source procurenent technique... (and)... by nmaintaining
at least two sources of supply throughout this phase, the benefits
of conpetition would take effect and result in |ower contract
prices...” This report seens to understate the significance of this
profound change in direction that the Congress has, nmade to the
acqui sition process. Too, the w sdom and effectiveness of dual
sourci ng cannot be determ ned by sel ectively choosing several annua
contracts. Rather, any analysis nust |ook at potential savings over
the life of those progranms which have been dual sourced. Any other
analysis is not an accurate reflection of the benefits available to
the government. The Navy did provide data that accurately portrayed
the current status of the Navy’'s dual source policy to the auditors
at the face to face neeting. Qur view was that your personnel were
receptive to the information and that the report would |ikely be
revi sed substantially. However, no changes were nade.

The purpose of cost and pricing data is to put us on a
relatively equal footing with contractors when they are immune to
the competitive forces of the marketplace. The DODI G asserts that we
need this data in dual source prograns because they do not consider
those prograns to be conpetitive. Qur analysis of dual source
prograns, however, shows that from the outset contractor pricing is
driven by the planned conpetitive environment. Oten sole source
conmpani es nmake buyout or mnultiyear offers once a programis sel ected
for dual sourcing. Faced with near term conpetition, when buyout
offers aren’t successful, incunbent sole source contractors nove
quickly to streamline their operations to neet the pending
chal l enge. W reap the benefits of this change in corporate culture
before the second source is on line. Therefore, contending that
conpetition is not effective from the outset of the program is
simply contrary to the denonstrated behavior of our conpetitive
i ndustri es.

The affects of dual source conpetition are real. As noted, the
Navy repeatedly sees the benefits of conpetition from the outset of
the dual source decision. The STANDARD M SSILE (TAB A) and TOVAHAVK
(TAB B) programs show the results that can occur when dual sourcing
is introduced into historically sole source
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prograns. The dual source conpetition for the MK-104 rocket notor
denonstrates that simlar results that can be achieved in a non-
traditional area with a carefully inplenented acquisition strategy
(TAB ©. In none of these cases was an algorithm available upon
which to effectively quantify what experience has now taught us are
the proper factors to consider prior to initiating a dual source
program The Navy, therefore, relied on its business judgnment in
deciding to pursue second sourcing in these prograns. The savings in
dollars, the increase in contractor productivity and the increase in
product quality as a result of dual sourcing confirm the w sdom of
these decisions. Had the Navy accepted the |ast gasp buyout offers
of the incunbent contractors as suggested in the DoDI G report or put
of f conpetition until all uncertainties were resolved, these savings
woul d not have been reali zed.

The DODI G al so asserts that split awards are not conpetitive.
Wien the government solicits a 0-100% split in
requi renents, both the letter and spirit of price conpetition as
envisioned in the Truth in Negotiation Act are nmet. From this it
follows that any award “based on” the 0-100% pricing split also
neets the requirenment of adequate price conpetition. Since Congress
intends that dual sourcing be woven into the fabric of our
procurenment process, and since any scheme of conpetitive
contracting wll result in different prices wunless there is
col lusion anmong the of offerors, Congress was aware that there would
be some premium to maintain dual sources of supply. However, the
Congress al so recogni zed that this premumwas a small price to pay
to avoid the discredited policy of “all or none” awards that were
inevitably followed by the high priced, sole source followon
contracts of the past. It is through awards “based on” a careful
review of the conpetitive prices received at the various quantities
of fered by dual source contractors that the Navy is able to sustain
the conpetitive bidding that has produced consistent declines in
unit prices. By relying on the price analysis techniques such as
those outlined in FAR 15.805-2 in evaluating split awards rather
than the unnecessary cost analysis suggested by the DODIG the Navy
can assure itself that it is receiving truly conpetitive prices.

Just as it is clear that there is true price conpetition in the
0-100% solicitations, conpetition is also present in other ranges.
The analysis of prices received in dual source prograns shows that
the contractors have conpeted aggressively, regardless of quantity
split. Wien starting a dual source program the new conpetitor can
be expected to receive sone premium to sustain his manufacturing
base until he is on equal footing wth the original, sole source
manufacturer. In the case of the TOVAHAWK, there was a 13% prem um
in the first year of conpetition but only a 7.7% prem um the next
year, FY86. In FY87, MDonnell Douglas, the second source supplier,
actually won the head to head conpetition with General Dynam cs, the
fornmer sole source incunbent. Average flyaway unit prices have
fallen dramatically, declining from $2,682,000 in FY85 to $1, 659, 000
in FY88.
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Simlar results are being experienced in other Navy dual
source programs such as the STANDARD M SSI LE. The STANDARD M SSI LE
also illustrates the kind of unplanned and non-quantifiable
benefits that can result from conpetition. Raytheon, the second
source, was able to be an effective conpetitor of General Dynam cs
in head to head conpetition very quickly after becom ng the second
source. Due to the know edge gained as a second source, Raytheon
has now been selected to be the lead contractor for the next
upgrade of the mssile.

Both Congress and various procurenent comm ssions have
recogni zed the value of dual source prograns. Page 3 of the report
notes that it was the intent of Congress to pursue conpetition and
dual sourcing if it “would increase or nmamintain conpetition and
would likely result in reduced overall costs...” Cbviously, when
going from a sole source to a dual source of supply, conpetition
is increased. Therefore, part one of the Congress’ stated intent
is met. Further, in the DODIGs own words, the dual source
strategy should be pursued where it is likely to result in reduced
overall costs. Properly, the requirenent is not that it “nust
absolutely result” or “nust be proven with mathematical certainty
that it will result” in lower costs, only that it is likely to do
so. The Congress correctly recogni zed that dual sourcing was a new
area that requires judgnent, imagination and flexibility. The
proj ected savings of over $4.0 billion in just three Navy prograns
(SSN 688 conpetition $650 mil; SM2 GC&A and MK-104 rocket notor
$392 ml; CG second source $3.0 bil) confirms the intuition of the
Congress. The use of “flawed and grossly overstated the savings
avai |l able from dual sourcing,” to describe the benefits of dual
sourcing reflects the apparent mstrust of a conpetitive
mar ket pl ace and a m sconception of the realities of dual sourcing.
Virtually all mature Navy dual source progranms are noving down
price inprovement curves simlar to those in TABs A, B and C

The key Navy prograns cited in the report were discussed in-
depth with the DoDIG It was shown that the majority of the
obj ections voiced by the DODIG dealing with start-up factors were
overcone in the current and planned prograns; that it is Navy
policy to normally include 0-100% splits, in all prograns and that
many prograns now contain 0-100% splits; that the 0% award option
was exercised in some prograns where pricing, al t hough
conpetitive, would have resulted in too high a premum and that
the program savings conpared to the budget were real savings, not
paper savings. Contrary to the inplications of the report, before
any award is nade at split quantities, Navy PCO s ensure that the
price of the second source is fair and reasonable, considering all
of the econom c and busi ness factors present.

Finally, to inply as the DOD G does that dual source savings
merely represent inflated budgets is wong for two reasons. First,
each budget is carefully devel oped based on past and
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projected experience in dealing with the sole source contractor,
including the amount of sub-contractor conpetition that is
anticipated, projected savings from noving down |earning curves
and savi ngs from ot her planned productive efficiencies.

Second, after devel oping the budget, the program office nust
defend it through the POM process. Unless the DoDI G is contending
that they alone are able to objectively develop and understand
what makes up a realistic budget, the POM process can be relied
upon to squeeze out needl ess expenses as each program conpetes for
inclusion in the DoD budget. Budgets submtted to Congress are
DoD s best estimate of program costs based on past experience and
current projections and, therefore, are an accurate base for
proj ecting savings from dual source prograns.

In determning the value of second sourcing, we nust not
|l ose sight that we are dealing with attenpts to reduce overall
program costs. H story has taught us that we can and shoul d expect
savings in a conpetitive environnent. Dual sourcing of major
prograns has taken this one step further and denonstrated that our
past projections of savings when noving from a sole source
environnent are understated. The conpetitive dual sourcing of
maj or prograns, not cost and pricing data, continues to be the
Navy’ s best negoti at or.
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DEPARTMENT OF THE Al R FORCE
WASHINGTON, D.C. 20330—1000

March 28, 1988
OFFI CE OF THE ASSI STANT SECRETARY

MEMORANDUM FOR  ASSI STANT | NSPECTOR CGENERAL FOR AUDI TI NG OFFI CE OF
THE | NSPECTOR GENERAL
DEPARTMENT OF DEFENSE

SUBJECT: Draft Report on the Audit of Dual—Source Procurenent
Techni ques (Project No. 6CD9036) — | NFORVATI ON MEMORANDUM

This is in reply to your nenorandum for the Conptroller of the
Air Force requesting commrents on the findings and recomendations
made in the subject report. Qur comments are provided at Attachnent
1.

The objective of the report as stated on page 4 of the draft 2
was “to determ ne whether dual —sourcing procedures were achieving an
increased |level of conpetition in the DOD procurenent process.” W
were pleased to note that the audit found the use of dual— sourcing
conpetition does, lead to lower unit costs conpared to sol e—source
acqui sitions.

As an exanple, for the Peacekeeper Third GCeneration Gyroscope
(TGS, the FY 84 sole-source unit price was reduced from $408, 626 to
an average dual —sourced unit price of $287,321 in FY 85. Further, a
TGG wi nner—+take—al | conpetition in FY 86 resulted in a unit price of
$129,999 being offered by the wnning contractor. Likew se, we
observed a simlar reduction in unit price when we introduced dual —
source conpetition for the Peacekeeper Reentry Vehicle (RV) beginning
in FY 85. The sole source unit price of $358,408 in FY 84 has been
reduced to an average dual —sourced unit price of $239,468 in FY 88.

W are concerned, however, that the report’s focus is not on the
stated objective of the audit, but on whether dual-—source awards
(i.e., split awards) can ever be based on adequate price conpetition.
The report’s conclusion appears to be no. Hence, the report
recommends that the Services should obtain certified cost and pricing
data and include the defective pricing recovery clause. Wile the
DOO/IGs sanple survey could lead the wuninitiated to that +
conclusion, we reject the audit’s assunption that adequate price
conpetition cannot exist in a dual —source conpetition

W do agree that split awards may be subject to “gam ng” such
that a contractor could utilize some pricing strategy in bidding, at
t he expense of either the Government or its conpetition, in
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order to maximze its returns. As a result, we believe that cost and
pricing data is necessary on some dual —source acqui sitions. However, the
depth of cost and pricing data needed and its certification nust be
deci ded on a case—by—€ase basis by the contracting officer. At the point
of RFP issuance, the contracting officer nust decide whether adequate
price conpetition is expected. Upon receipt of the best and final
offers, the contracting officer nust have the latitude to confirm if
adequate price conpetition exists. If it does, then certification should
not be required. Further, requiring certified cost and pricing data for
al | dual —source acquisitions unnecessarily leads to increased
procurenent lead time, increases contractor proposal preparation costs,
and wastes both contractor and government resources in cases where cost
and pricing data is clearly inappropriate. However, additional DFARS
gui dance may be appropriate to assist the contracting officer in
determ ni ng when and under what circunstances adequate price conpetition
is likely to exist.

The report also alleges that the nethods used to justify in-
vestnents in dual —source acquisitions “were flawed and grossly
overstated the savings to the Governnent.” Wiile the early cost—benefit
analysis (CBA) nodels or procedures may not have considered all the
factors needed to adequately address cost—effectiveness, dual—source
savings are real and represent a cost savings to the Governnent.

The current dual —source CBA nodel, devel oped by the Defense Systens
Managenent College (DSMC) and used extensively by Ar Force Systens
Conmand, appears to address the concerns raised in the audit report. For
i nstance, the nodel does take into consideration |earning curves, tine
value of noney, nonrecurring costs, inflation and other factors to
det erm ne whet her dual —sourcing is an appropriate acquisition strategy.
The Ballistic Mssile Ofice used this nodel to recalculate the
projected savings for the Peacekeeper’s Reentry Vehicle using updated
information. It still resulted in a $12. SM cal cul ated savings for the FY
85 and 86 buys (versus the $58.5M stated in the report which was based
on a very sinplistic calculation which did not take into consideration
many of the factors that are built—n to the DSMC nodel).

The DSMC nodel has al so been used to justify waivers to 10 U S. C
2438 that require dual —sourcing of major defense acquisition prograns
unless a waiver is approved by the Secretary of Defense. For exanple,
the DSMC CBA nodel denonstrated that it would not be cost—effective to
dual —source the SRAM Il and ATARS full —scal e devel opnent and production
prograns at the system level. Rather the analyses supported dual—
sourcing at the subsystem |l evel during production in both cases. These
anal yses were extensively reviewed within OSD prior to the Secretary of
Def ense approvi ng the dual —source strategies for these two prograns and
approving the required wai vers.
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W will, however, validate the DSMC CBA nodel to ensure it
neets the intent of the DO IG s recommendation to establish pro-
cedures for calculating investnment costs and perform CBA before
and after the dual —source decision is nade.

In sunmmary, the audit report substantiates that the dual —
source technique can lead to lower unit costs. W concur that
additional policy is needed to assist the contracting officer to
determ ne when adequate price conpetition is likely to exist. W
do not agree, however, to take this determ nation out of the hands
of the contracting officer by requiring in all cases certified
cost and pricing data to be obtained. Finally, we agree that
additional policy is required for calculating investnment costs and
perform ng CBA before and after the dual —source decision is nade.

DANIEL S. RAK
Deputy Assistant Secretary
(Acqui sition Managenent & Policy)
| Atch
Air Force Comments
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Al R FORCE COWMMENTS
ON
DOD(1 G PROIECT NO 6CD- 036

Fi ndi ng A: Det erm nati on of Adequate Price Conpetition

Air Force Coments: The audit report’s survey of dual-—source
acqui sitions may support the finding that “Dual —source procurenent
usually did not result in adequate price conpetition as defined in
Federal Acquisition Regulation 15.804.3.” However, we reject the
assunption that adequate price conpetition can never occur when
splitting awards. Through careful use of price analysis techniques
and a firm grasp of the technique being used to determne the
split, the contracting officer can detect when adequate price
conpetition is not present.

Recommendat i ons:

1. Instruct the Services to obtain certified cost or pricing data
and include the defective pricing recovery clause in all pricing
actions where the award may be split between the offerors.

Air Force Comments: Nonconcur. Wile we believe that cost and
pricing data is necessary on sone dual—source acquisitions, the
depth of cost and pricing data needed and its certification mnust
be decided on a case-by—ease basis by the contracting officer. At
the point of REP issuance, the contracting officer nust decide
whet her adequate price conpetition is expected. Upon receipt of
the best and final offers, the contracting officer nust have the
latitude to confirm if adequate price conpetition exists. If it
does, then certification should not be required. Furt her,
requiring certified cost and pricing data for all dual—source
acqui sitions wunnecessarily leads to increased procurenent |ead
time, increases contractor proposal preparation costs, and wastes
both contractor and government resources in cases where cost and
pricing data is clearly inappropriate.

2. Expand the Defense Federal Acquisition Regulation Part 17, to
i nclude a special subpart clarifying the policy and gui dance to be
used when soliciting and awarding contracts for dual—source
acqui sitions.

Air Force Comments: Concur. Additional DFARS guidance is
appropriate to assist the contracting officer in determ ning when
and under what circunstances adequate price conpetition is likely
to exist. Part 15 should be expanded to address factors that mnust
be considered in a dual-source acquisition in order to determ ne
whet her or not adequate price conpetition exists.
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Fi ndi ng B: Cost —Ef f ecti veness of Dual —Sour ci ng

Air Force Comments: Concur. This finding stated that the Mlitary
Departments used nethods to justify investnments in dual—source
acqui sitions that “were flawed and grossly overstated the savings
to the Governnment.” This resulted from a |ack of standard policy
and gui dance on how to perform cost—benefit anal ysis.

In this area, the audit addressed one Air Force program the
Peace— keeper’'s Reentry Vehicle (RV) (FY 85 and 86 buys). The
audit concluded that the methodol ogy used to cal cul ate savings was
fl awed because price reductions due to econony of scale and
|l earning were not considered. The audit also indicated the Ar
Force did not offset investnent costs, time value of noney, and
prem um paynments against the anticipated savings. The Ballistic
Mssile Ofice (BM) agrees that learning and the tinme value of
noney were not considered. However, investnent costs were
consi dered. BMO recal culated the anticipated savings for the RV
using the Defense Systens Managenent College (DSMC) cost—benefit
analysis (CBA) nodel and determined that there would still be a
$l 2. 5M savings after considering all the factors necessary to nake
a cost—effectiveness determnation.

Recommendat i on:

W reconmend the Assistant Secretary of Defense (Production and
Logi stics) issue a dual —source policy directive that establishes
standard procedures for calculating investnent costs and
perform ng cost-benefit anal yses before and after the dual —source
deci sion is made.

Air Force Comments: Concur. Early CBA nodels or procedures used by
the Ar Force may not have taken into consideration all the
factors necessary to determne the cost—effectiveness of dual—
sourcing (e.g., learning curve, tinme value of noney). However, Air

Force Systens Command is currently using the DSMC CBA nodel which

includes the factors noted by the DOXIG as being absent in the
earlier CBA nodels or procedures used to cal cul ate the RV savings.

In addition, the Air Force has used this nodel to support waivers

to the requirenent to dual source under 10 U S.C 2438 for the
Short Range Attack Mssile Il and the Advanced Tactical Ar

Reconnai ssance Systens prograns. The analyses supporting the

wai vers, which were approved by the Secretary of Defense, were
closely scrutinized by OSD. The Air Force will validate the DSMC
CEA nodel to ensure it nmeets the intent of the recomendati on.
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ADDI TI ONAL DOD AND NAVY COMVENTS
NOT DI'RECTLCY RELCATED TO THE REPORT FI'NDI NGS

The Assistant Secretary of Defense (Production and Logistics) and
the Under Secretary of the Navy made additional coments which
were not directly related to the issues discussed in this
report. These comments are dealt with in the follow ng sections.

MANAGEMENT COWMENTS

The Assistant Secretary of Defense (Production and Logistics)
stated that the report attenpted to determne if there were
savings from dual sourcing on an annual basis. The Assistant
Secretary al so expressed concerns that our audit sanple included
split—award contracts starting in 1975 while the Conpetition in
Contracting Act was signed in 1984. The Assistant Secretary felt
that since prograns before 1984 were justified on a different
basis (nobilization base, for exanple), they should not be
expected to denonstrate cost savings. The Assistant Secretary
noted that it was not wuncommon for a dual —sourced program to
require several years before a break—even point was realized.

AUDI T RESPONSE TO MANAGEMENT COWMENTS
W disagree with the Assistant Secretary that the report
attenpted to determne if there were savings from dual sourcing on
an annual basis. W attenpted to determine if individual contract
awards were based on the |owest evaluated price, because that is
one criterion for determining if adequate price conpetition
existed. W agree with the Assistant Secretary that some prograns
in our sanple were not originally dual sourced for reasons of
cost. Qur report notes this. However, we believe that dual —sourced
contracts awarded for reasons other than costs should neet the
sanme test for adequate price conpetition as contracts that were
dual sourced for cost reasons. W expect that dual sourcing a

programwill lead to early year |osses in expectation of out year
savings. W also expect that at sonme point in a programs
procurenent cycle, the program will cross over from those early

year losses to the point where there are projected savings. That
is why we recommended that cost—benefit analysis be performed at
specific points throughout a progranis life cycle. Wthout such
analysis and data collection, DoD could be continuing dua
sourcing past its beneficial point.

MANAGEMENT COMMVENTS
The Under Secretary of the Navy’'s comments were so extensive that
we have extracted what we perceive to be the salient points and
will deal with these on an individual basis in the follow ng
par agr aphs.

The Navy stated that it does not consider the report to be
“... an accurate or objective evaluation of the econom cs and
ef ficiencies which result fromthis conpetitive procurenent
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strategy.” This statement apparently flows from another in the
coment s, which stated that:

The recommendati ons made and concl usions drawn in the subject
report have lost sight of the purpose of the audit. As stated
in the opening paragraph, “The overall audit objective was to
det ermi ne whet her dual — source procurenent techniques were
achieving increased conpetition |eading to greater econom cs
and efficiencies in the procurenment process.

W have clarified portions of this report and reversed the order
of the audit findings as the result of the Navy's coments and
simlar comments by the Assistant Secretary of Defense (Production
and Logistics) and the Air Force. The first finding of this report
deals with the lack of concrete evidence that dual sourcing does
or does not save noney. DoD and the MIlitary Departnents do not
col l ect the necessary data to make such an anal ysis.

The Navy stated that:

It is the Navy's firm belief based on docunented
results that dual —source procurenents result In
conpetitive prices which do not require certified cost
or pricing data or defective pricing clauses to protect
the Governnent’s interest. By any objective neasure
i ncl udi ng comnpari son Wi th sol e— source budget
projections, conparison wth sole-source prices and
price analysis of the competitive offers, substanti al
acqui sition savings have been achieved. In addition,
based on reduced contractor bid and proposal costs,
reduced CGovernnent effort and time to perform unneeded
and burdensone audits, t echni cal eval uations and
negotiations or reduced tine delays in delivery of
equi pment to the fleet, the non — acquisition savings
of dual —source procurenents have been enornous, clearly
in the multi—illions of dollars. For the audit report
to dwell primarily on the initial added costs, which
are nore than offset by savings, is a disservice to the
aggressi ve actions of the Navy.

The docunented results, objective neasure, and substantia
acqui sition savings do not exist. Any analysis that clains savings
in a particular year but does not offset investnment costs

is invalid. Wegave several exanpl es of these types of
“conmputations” inthe report.The Navy did not refute our
findi ngs.

The Navy stated that:

Dual sourcing is a long-termstrategy designed to
overcone the inherent structural deficiencies found in
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the sole—source procurenment process. The Navy and
Congress goal of reduced overall <costs in nmajor
acquisitions requires a carefully structured and
continuing commitnent to introducing conpetition into
sel ected nmajor progranms that have a high potential for
outyear pay back of initial investnments. This report,
in focusing on the costs of dual sourcing during a
programis infancy and insisting that cost and pricing
data is indispensable to the process is a solution in
search of a probl em

W agree that dual sourcing is a long—term strategy with a high

potential for outyear pay back of initial investnents. Nowhere in

this report do we state that dual sourcing cannot save noney in

the long run. Qur audit covered programs in their infancy only

because dual sourcing is a relatively new procedure and nost dual —
sourced prograns are in their infancy. The progranms were randomy

sel ected for review

The Navy stated that:

Too, the wisdom and effectiveness of dual sourcing cannot be
determ ned by sel ectively choosing severa

annual contracts. Rather, any analysis nust [ook at potenti al

savings over the life of those progranms which have been dual

sourced. Any other analysis is not an accurate reflection of

the benefits available to the Government. The Navy did
provide data that accurately portrayed the current status of

the Navy's dual —source policy to the auditors at the face—+to—
face nmeeting. Qur view was that your personnel were receptive
to the information and that the report would likely be
revised substantially. However, no changes were nade.

The auditors very carefully listened to the presentati ons nmade at

those face—to—face neetings. Navy personnel insisted that the
years after the audited years were the ones where “. . . the
benefits of dual sourcing becane evident.” W explained to Navy

representatives that our review of the savings they reported in
previous years showed that the reported savings were grossly
overstated. W further explained that we did not have sufficient
resources, nor did we see the need, to expand the audit to cover
their estimates for |ater years.

The Navy stated that:

It therefore, relied on its business judgnment in deciding to
pursue second sourcing in these prograns. The savings in
dollars, the increase in contractor productivity and the
increase in product quality as a result of dual sourcing
confirm the wi sdom of these decisions. Had the Navy accepted
the | ast gasp buyout offers of the incunbent contractors
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as suggested in the DODI G report or put off conpetition until
all uncertainties were resolved, these savings would not have
been realized.

The Navy’s “business judgnent” is what this report questions. W
still find little or no support for “the savings in dollars”
clained by the Navy. As we stated earlier the procedures used to
conpute these savings were faulty. Nowhere in this report do we
suggest that the Navy accept “the last gasp buyout offers of the
i ncunbent contractors.” W suggest that when one of the
contractors involved in a dual —source system nmakes an offer, in
any given year, to sell the whole lot to the Government, that
of fer must be considered when meking a determ nation of adequate
price conpetition as required by FAR 15. 804. 3.

The Navy’'s comments also refer to attached charts in the Standard
Mssile, the TOVAHAWK, and the M<+04 rocket notor and the fact
that prices have decreased over tinme. The charts refer to buys or
systens that were beyond the scope of audit. Al though we have not
verified the accuracy of the charts, they do seem to indicate a
decreasing price. On the other hand, |earning curve alone should
lead to decreasing prices over tine. Decreasing prices is not
necessarily an indicator of adequate price conpetition.

Finally, the Navy stated:

The wuse of “flawed and grossly overstated the savings
avail able from dual sourcing,” to describe the benefits of
dual sourcing reflects the apparent mstrust of a conpetitive
mar ket pl ace and a msconception of the realities of dual
sourcing. Virtually all mature Navy dual —source prograns are
nmovi ng down price inprovenent curves simlar to those in TABs
A, B, and C.

The key Navy prograns cited in the report were discussed i n—
depth with the DoDIG It was shown that the npjority of the
obj ections voiced by the DoDI G dealing with start—dp factors
were overcone in the current and planned prograns; that it is
Navy policy to normally include 0—200% splits in all prograns
and that many programs now contain 0—100% splits; that the 0%
award option was exercised in sone prograns where pricing,
al though conpetitive, would have resulted in too high a
prem um and that the program savings conpared to the budget
were real savings, not paper savings. Contrary to the
i mplications of the report, before any award is nade at split
quantities, Navy PCO s ensure that the price of the second
source is fair and reasonable, <considering all of the
econoni ¢ and busi ness factors present.
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Finally, to inply as the DoDI G does that dual —source
savings nmerely represent inflated budgets is
wWr ong.

The report states that the nethodologies used by the Mlitary
Departnments to conpute the savings from dual sourcing were
fl awed, not necessarily the procurenent techniques. Simlarly, we
never inply that dual-—source savings nerely represent inflated
budgets. The budget is not the problem It is the irregular
procedures used to devel op the nunber that is conpared against the
budget figure. This conparison nunber is not inflated but rather
understated and this leads to the overstated savings being
cl ai med.

77 APPENDI X K
Page 5 of 5






ACTI VITI ES VI SI TED

Ofice of the Secretary of Defense

Assistant Secretary of Defense (Production and Logistics),
Washi ngton, DC

Assistant Secretary of Defense (Conptroller), Wshington, DC

Director, Program Anal ysis and Eval uati on, Washi ngton, DC

Departnent of the Arny

Mat eri el Command, Al exandria, VA

Avi ation Systens Command, St. Louis, MO

M ssil e Command, Redstone Arsenal, AL

Armanent, Munitions and Chem cal Command, Dover, NJ

Ofice of the Deputy Chief of Staff for Logistics, Arny
Conpetition Advocate Ceneral, Washington, DC

Assistant Secretary of the Arny (Research, Developnent and
Acqui sition), Washington, DC

Departnment of the Navy

Ofice of the Assistant Secretary of the Navy (Shipbuilding and
Logi stics), Navy Conpetition Advocate Ceneral, Arlington, VA

Naval Air Systens Conmand, Arlington, VA

Naval Sea Systens Conmmand, Arlington, VA

Cuise Mssile Project Ofice, Arlington, VA

Supervi sor of Shipbuilding, New Ol eans, LA

Supervi sor of Shipbuilding, Seattle, WA

Supervi sor of Shipbuil ding, Bethesda, ME

Supervi sor of Shi pbuil ding, Pascagoul a, M5

Supervi sor of Shipbuil ding, Long Beach, CA

Naval Center for Cost Analysis, Arlington, VA

Naval Pl ant Representative Ofice, MDonnell Douglas Corporation,
St. Louis, MO

Naval Pl ant Representative Ofice, United Technol ogi es
Corporation, Sikorsky Aircraft Dvision, Stratford, CT Naval

Avi oni cs Center, Indianapolis, IN
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ACTIVITIES VI SITED (CONT' D)

Departnent of the Air Force

Director, Drectorate of Contracting and Manufacturing Policy,
Washi ngton, DC

Headquarters Air Force Systenms Conmand, Andrews Air Force Base, M

Aeronautical Systens Division, Wight—Patterson Air Force Base, CH

Armanent Division, Eglin Air Force Base, FY

Ballistic Mssile Ofice, Norton Air Force Base, CA

El ectronic Systens Division, Hanscom Air Force Base, MA

Space Division, Los Angeles, CA

Air Force Plant Representative Ofice, Hughes A rcraft Conpany, E
Segundo, CA

Air Force Plant Representative Ofice, Hughes Aircraft Conpany,
Tucson, AZ

Air Force Plant Representative Ofice, Hughes Aircraft Conpany,
Canoga Park, CA

Air Force Plant Representative Ofice, Douglas A rcraft Conpany,
Long Beach, CA

Air Force Plant Representative Ofice, Rockwell International
Cor poration, El Segundo, CA

Air Force Plant Representative Ofice, The Boeing Conpany,
Seattle, WA

Def ense Contract Audit Agency

Headquarters, Caneron Station, Al exandria, VA

Resi dent O fice (Raytheon), Andover, MA

Resi dent Suboff ice (Hughes), El Segundo, CA

Resident O fice (Rockwell International Corporation),
Los Angeles, CA

Van Nuys Branch O fice, Van Nuys, CA

Resident O fice (Hughes/El Segundo), Los Angeles, CA

Resident O fice (Honeywell, Inc.), Mnneapolis, M\

Resi dent O fice (Boeing Conpany), Seattle, WA

Resident O fice (General Dynam cs), Canden, AR

Resident O fice (Martin Marietta Corporation), Olando, FY

Resident Ofice (Honeywell, Inc.), dearwater, FY

Resident O fice (Northrop Corporation), Norwood, MNA

Resident O fice (Bath Iron Wrks Corporation), Bath, M

Resi dent Ofice (United Technologies Corporation, Si kor sky
Aircraft Division), Stratford, CT

San Francisco Region, Puget Sound Branch Ofice, Renton, WA

Resi dent Suboffice (Todd Pacific Shipyards Corporation),
San Pedro, CA
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ACTIVITIES VI SITED (CONT' D)

Resi dent Suboffice (Avondal e Shi pyards, |ncorporated),
Bridge Gity, LA
Resident O fice (Ford Aerospace and Communi cations Corporation),
Newport Beach, CA
Resident Ofice (Hughes Aircraft Conpany), Tucson, AZ
Resi dent Suboff ice (Ingalls Shipbuilding D vision,
Litton Industries), Pascagoula, M
Resi dent O fice (MDonnell Douglas Corporation),
Hunt i ngt on Beach, CA
Resident O fice (CGeneral Dynam cs, Convair Division),
San D ego, CA
Resident O fice (MDonnell Douglas Corporation), St. Louis, MO

Def ense Logi stics Agency

Defense Contract Admnistration Service Plant Representative
Ofice (Raytheon), Burlington, MNA

Defense Contract Admnistration Service Plant Representative
Ofice (General Dynamics), San D ego, CA

Defense Contract Admnistration Service Plant Representative
Ofice (Ford Aerospace and Conmuni cations Corporation), Newport
Beach, CA

Defense Contract Admnistration Service Plant Representative
Ofice (Al'lison Gas Tur bi ne D vi si on, Cener al Mot or s
Cor poration), Indianapolis, IN

Def ense Contract Adm nistration Services Managenent Area (Rockwell
International, Collins Governnent Avionics D vision), Cedar
Rapi ds, 1A

Defense Contract Admnistration Service Plant Representative
Ofice (Singer, Kearfott Division), Little Falls, NJ

Defense Contract Admnistration Service Plant Representative
Ofice (Honeywell Inc.), Mnneapolis, M

Def ense Contract Adm nistration Services Managenent Area (Ceneral
Dynam cs Corporation), East Canden, AR

Defense Contract Admnistration Service Plant Representative
Ofice (Martin Marietta Corporation), Olando, FL

Def ense Cont r act Adm ni stration Servi ces Managenent Ar ea
(Honeywel |, Inc.), Olando, FL

Def ense Contract Adm nistration Services Managenent Area (Northrop
Corporation), Boston, MA

Contractors

Rayt heon Conpany, M ssile Systens Division, Lowell, MA

Hughes Aircraft Conpany, Mssile Systens G oup, Canoga Park, CA
Hughes Aircraft Conpany, Mssile Systens G oup, Tucson, AZ
Hughes Aircraft Conpany, Radar Systens G oup, El Segundo, CA
Hughes Aircraft Conpany, G ound Systens G oup, Fullerton, CA
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ACTIVITIES VI SITED (CONT' D)

Contractors (continued)

General Dynam cs, Convair D vision, San D ego, CA
Bath Iron Wrks Corporation, Bath, M
Ingall's Shipbuilding Dvision, Litton Industries,
Pascagoul a, M
Rockwel | International Corporation, El Segundo, CA
Ford Aerospace and Communi cations Corporation, Newport Beach, CA
General Mdtors Corporation, Alison Gas Turbi ne D vision,
I ndi anapolis, IN
McDonnel | Dougl as Cor por ati on, St. Loui s, MO  Rockwel |
International, Collins Governnent Avionics Division,
Cedar Rapids, 1A
The Si nger Conpany, Kearfott Division, Little Falls, NJ
Honeywel | , Inc., Hopkins, M
Boei ng Aerospace Conpany, Seattle, WA
General Dynam cs, Canden Qperations, Canden, AR
Martin Marietta Corporation, Olando, FY
Honeywel |, Inc., Cearwater, FY
Nort hrop Corporation, Precision Products Division, Norwood, NA
United Technol ogies Corporation, Sikorsky Aircraft Division,
Stratford, CT
Lockheed Shi pbuil di ng Conpany, Seattle, WA
Todd Pacific Shipyards Corporation, Los Angel es Division,
San Pedro, CA
Avondal e Shipyards, Inc., New Ol eans, LA
Dougl as Aircraft Conpany, Long Beach, CA
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FI NAL REPORT DI STRI BUTI ON

Ofice of the Secretary of Defense

Director, Program Anal ysis and Eval uati on

Departnent of the Arny

Assistant Secretary of the Arny (Research, Developnent and
Acqui si tion)

Ofice of the Deputy Chief of Staff for Logistics, Arny
Conpetition Advocate General

Arny Material Command

Avi ations Systens Conmand

M ssi |l e Command

Armanment, Munitions and Chem cal Conmand

Departnent of the Navy

Ofice of the Assistant Secretary of the Navy (Shipbuilding and
Logi stics), Navy Conpetition Advocate Ceneral

Conmmander, Naval Air Systens Command

Conmmander, Naval Sea Systens Command

Departnment of the Air Force

Assi stant Secretary of the Air Force (Acquisition)

Ofice of the Assistant Secretary of the Ar Force (Acquisition),
Air Force Conpetition Advocate Ceneral

Director, Directorate of Contracting and Manufacturing Policy

Air Force Systens Conmand

Air Force Logistics Conmand

QG her DoD Activities

Arny | nspector Ceneral
Navy | nspector General
Air Force | nspector Ceneral
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FI NAL REPORT DI STRI BUTI ON
( CONTI NUED)

Non—BoD Activities

O fice of Managenent and Budget
Congr essi onal Committees:

Senat e Subconmi ttee on Defense, Committee on Appropriations

Senate Conmittee on Arned Services

Senate Committee on Governnental Affairs

Senate Ranking Mnority Menber, Committee on Arned Services

House Conmittee on Appropriations

House Subcommittee on Defense, Conmittee on Appropriations

House Ranking Mnority Menber, Conmittee on Appropriations

House Conmittee on Arnmed Services

House Conmittee on Government QOperations

House Subcommittee on Legislation and National Security,
Conmi ttee on Governnent Qperations
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REPORT OF POTENTI AL BENEFI TS

Audit Title: Report on the Audit of Dual—Source Procurenent

Techni ques
Report No. 6CD-036 Date of Draft Report: January 5, 1988
Functi onal Area: Contract Admi nistration
Recommendat i on Amount and/ or
Ref er ence Description of Benefit Type of Benefit
A Econony and Effici ency Not quantifiable

Provi de standards to
i nsure profitable and
i nfornmed dual source
deci si ons.

Bl Conpl i ance with Regul ati ons Not quantifiable
Provide Truth in Negotiations
Act protection when warranted

B2 Econony and Effi ci ency Not quantifiable
Expand policy and gui dance
to provide consistent and
ef fective guidance for
contracting officers to make
cost effective source
sel ections.
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